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Dear Fellow Shareholder

You will not find any sugar-coating in this report. The mortgage industry,
in particular the nonprime sector, is maving through the down phase of a
housing credit cycle. Lenders and investors are experiencing adverse
effects —and this is a challenging time for us all.

NovaStar reported lower garnings for 2006, a disappointing botiom line in
a difficult year for the mortgage market. As we move through 2007 we see
almost daily news of companies pulling back or exiting the industry. The
down cycle has dramatically impacted our share price, and our peers’, in
recent months.

NovaStar appreaches this time with a philosophy that seeks to maximize
shareholder value during a time of upheavat in our industry. We view cur
core business as managing assets to achieve risk-adjusted returns, and the
value we offer geing forward is based on appiying what we belisve are sound
financial practices to managing our portiolio.

NovaStar is addressing the difficulties we se in the industry's cusrent turmoil
and is attempting to adapt to a new competitive landscape.

Today’s mortgage environment is a world of challenge — and change.




Mortgage market
gets more chalienging

The challenges that are causing dislocations in ihe mortgage industry
affected cur 2006 financial results. By now, these macroeconomic factors
are familiar {o NavaStar investers:

2 Interest rate squeeze — As the Federal Reserve increased interest
rates, our cost of funding increased from 2004 to 2006, while coupons
an nanconforming loans, as in previous cycles, did not increase in ihe
same proportion. This squeeze on net interest margins reduced the
profitability of mortgage banking.

2 Housing price correction - During 2006 there was a dramatic
slowdown in housing price appreciation. Though varying in severiy
across regions, the housing correction had widespread effects on
the economy, mortgage originations and the ability of homeowners
to borrow.

= Credit performance - With repayment risks no fonger offset by
rapidly rising home values, delinquencies irs the industry began to rise
in 2006. These credit issues have caused whole loans to lose some
value, affecting the value of and income generated by our portiolio of
mortgage loans and securities.

D Competitive pressures — Profitability in ronprime lending
continued to suffer in 2006 as a result of lenders focusing on market
share at the expense of margins and underwriting standards. Weaker
campetitors, including some big ones, have begun to exit the indusiry.

The noaprime sector is experiencing a painful shakeowt, franstorming the
siructure and competitive landscape of our industry. The failure of some
lenders and Wall Street's increased involvement as an owner in the sectar
hold the potential tor restoring greater rationatity ia pricing. Bul we want to
be clear that we expeci continued turmoil for the nonprime markei in 2007.

Despite this cyclical downturn and the changes it brings to our industry,
we believe the morlgage business will continue to be a pillar of the

11.S. economy. The value of homes, even after a correction, iepresents
the largest asset of American families. Industry estimates from Inside
Mortgage Finance Publications estimated nonprime originaticns at more
than $600 billion in 2006, roughly one-fifth of total monigage lending in
the United States.
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NovaStar results

reflect the industry’s challenges

In the midst of an industry-wide squeeze on profitability, NovaStar
delivered results in 2006 that were disappointing but competitive in
0UF pesr group.

Detailed results follow in this report, as part of the
Form 10-K. A few highlights:

= Net income available to common shareholders was $66.3 million
for 2006, down 50 percent. Return on average common equity also
dropped, to 14.3 percent.

2 Portiolio of loans under management grew 17 percent, to $16.3
billion. Porifolio return on average assets was 1.21 perceni,
reverling to a historically more normal range.

2 Production of nanconforming icans increased 21 percent
in 2008, 10 $11.2 billion, and we further reduced the costs of
production.

Based on a reversal of timing between the recognition of GAAP
earnings and taxable income, as previously stated, management
generally anticipates GAAP profits going forward but expects little,

if any, taxable income from 2007 to 2011. Given this outlook and the
operating efficiencies gained as a {raditional C corporation, we are
evaluating whether it i in shareholders’ best interest to retain the REIT
status beyond 2007.

NovaStar approaches the present business environment with a resolve
to maximize shareholder value. We bring ta the current chaltenges

our demonstrated understanding of the mortgage market and skills in -
portfolio management.

Despite this cyclical downturn,

we believe the mortgage business will continue to be a piltar of the U.S. economy
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Mortgage banking e

targets quality & efficiency

1]
" Dollz:s in Milions) i
]
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Despite a challenging mortgage banking market, NovaStar's loan
originatiens increased 21 percent in 2006 and passed a milestone of
$10 billion. Industry experts believe the nonprime sector as a whole
experienced a modest decting in valumes in 2006.

EARNINGS PER;SHARE
AVAILABLE{TO,COMMON

{Dollars per:Share)

Net interest margins continued to be squeezed in 2006, due to an

|
1

increase in the costs of funding in the tinancial markets and smaller X
increases in coupon rates on morigages being originaled. The morigage '
banking busingss remained extremely competitive in 2006. 1
For the second year running, NovaStar reduced our costs of originating
loans, to 2.03 percent in 2006 from 2.37 percent in 2005 and 2.77
percent in 2004. We reduced overhead and irnplemented process
changes targeting efficiency, and we expecl lo continug our focus on

costs as we move forward. .

(Dollarstin Biltions)
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As credit performance deteriorated amid changes ir the housing and
financial markets, we have intensified our focus on asset quality, Our
goal all along has been to underwrite koans with an eye on risk, but
the credit challenges were greater than expected in 2008, primarily
due to the slowdown in housing price appreciation. In response, we

have significantly altered our proprielary modeling and underwriting A l ,
processes in an attempt to minimize losses and enhance asset quality a p 0 7‘ t 0 Z 0
in loan originations going forward. ' ﬂiﬁﬂ FOGLISES risk—adjuste@i lﬁMﬂiB

As some competitors pulied back, NovaStar created a centrally k
managed retail operation through the opening of 19 locations across
the country in the fourth quarter of 2006. This expansion followed an
assel acquisition from another company. This step is an example of

an opportunity for potential future growth, which also targsts lower
production costs.

—_—
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POATEOLID,RETURN
ON'AVERAGE'ASSETS

o

NONCONFORMING
[LOAN[ORIGINATIONS

(Dellarsir: Bitiions) I
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COSTIORPRODUCTION l
|
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(Percentage ol DollanVolume)
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Portfolio management
focuses on risk & return

The heart of our business moded is a portfolio that focuses on earning
risk-adjusted returns through sound financiat disciplines. NovaStar's
experienced asset management team pays attention to credit quality
and manages risks, gven as we cultivate returns to compensate
investors for the risks of this asset class. An emphasis on performance
ot the portfolio distinguishes NovaStar from many martgage lendears.

NovaStar's pertfolio of loans under management grew 17 percent
to $16.3 billion by year-end 2006, while the return on those assets
fell 10 1.21 percent. As we've often said, we view 1to 1.25 percent
as a “normal” rate of long-term return for this asset ctass, although
NovaStar experienced periods of higher return in past years.

A key ta aur portfolio approach is hedging and mitigating risks.

We focus on several factors that affect the portfolio’s value, including
cradit risk, interest rate risk and liquidity risk. In &l phases of the cycle,
managing sisk is the key ta dealing with challenges.

For example, in addition to underwriting approaches designed to
minimiza credit losses, buying mortgage insurance helps proiect loans
against a potential drop in home prices. Approximately 56 percent of
the nonprime laans we have securitized in our portfalio, excluding the
2006-MTAT securitization, carried mortgage insurance ai year-end.

Starting in 2004, we implemented innovative initialives to mitigate
delinquency risks:

2 Our servicing staff was trained and mobilized to help Adjustable
Rate Mortgage (ARM) customers proactively deai with the wave of
interest-rate resets that began in 2006.

2 Qur LaunchPaint program, a team of career coaches within the
servicing group, has helped more than 1,000 customers find jobs
and stay on track with loans.

In 2006, our portfolio team completed seven securitizations, packaging
toans into mortgage-backed securities iotaling $8.6 billion,

Board of Directors

DONALD M. BERMAN

SCOTT HARTMAN LANCE ANDERSON GREG BARMDRE
Chairman of the Board President Chairman of the
Chief Executive Officer Chief Operating Officer Compsnsation Committeg

Looking ahead:
challenge —and change

NovaStar celebrated cur 10-year anniversary in 2006. Since founding the
company, we have built and managed our businass through easy times and
hard ones for the mortgage industry, We recognize that the immediate fuiure
holds risks, particularly the nead to preserve asset quality amid uncertainties
in the economy and housing markel.

Our plans for 2007 anticipate the need for change, based on applying
financial disciplines to maximize shareholder vafue in a challenging time.
Some developments will be opportunistic, but you wil likely hear more
about these iniliatives already underway:

o Our efforts to enhance credit quality and foan performance.

2 Aconiinued emphasis on controlling costs.

B Further development of cur retail lending division.

NovaStar's people bave deen the key to our successes over the past

10 years. Energized by vibrant core values and proven skills in morigage
finance, our collgaguas in all areas of the company also are contributing

to our direction for the future. We want to offer a hearty “thank you™ to afl of
ous employees.

We also appreciate your invalvement as a shareholder. We look forward
to discussing future results through what we expect to be a challenging,

volatile market.
pA

Lance Anderson
President and COO

Scott Hartman
Chairman and CEO

ART BURTSCHER
Diregtor Chairman ol the
Nominating/Corporate
Governance Commitiee

EDWARD MEHRER

Chairman of the
Audit Committee
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Part |
Safe Harbor Statement !

This Annual Report on Form 10-K contains forward-looking statements within the meaning of Section 21€ of the
Securities Exchange Act of 1934, as amended, regarding management’s beliefs, estimates, projections, and
assumptions with respect to, among other things, our future operations, business plans and strategies, as well as
industry and market conditions, all of which are subject to change at any time without notice. Actual results and
operations for any future period may vary materially from those projected herein and from past results discussed
herein. Some important factors that could cause actual results to differ materially from those anticipated include: our
ability to successfully integrate acquired businesses or assets with our existing business; our ability to generate
sufficient liquidity on favorable terms; the size, frequency and structure of our securitizations; impairments on our
mortgage assets; interest rate fluctuations on our assets that differ from our liabilities; increases in prepayment or
default rates on our mortgage assets; changes in assumptions regarding estimated loan losses and fair value
amounts; our continued status as a REIT; changes in origination and resale pricing of mortgage loans; our
compliance with applicable local, state and federal laws and regulations or opinions of counsel relating thereto and
the impact of new local, state or federal legislation or regulations, or opinions of counsel relating thereto, or court
decisions on our operations; the initiation of margin calls under our credit facilities; the ability of our servicing
operations to maintain high performance standards and maintain appropriate ratings from rating agencies; our ability
to expand origination volume while maintaining an acceptable level of overhead; our ability to adapt to and implement
technological changes; the stability of residential property values; the outcome of litigation or regulatory actions
pending against us or other legal contingencies; compliance with new accounting pronouncements; the impact of
general economic conditions; and the risks that are from time to time included in our filings with the Securities and
Exchange Commission {the “SEC™), including this Annual Report on Form 10-K. Other factors not presently identified
may also cause actual results to differ. Words such as "believe,” “expect,” “anticipate,” “promise,” “plan,” and other
expressions or words of similar meanings, as well as future or conditional verbs such as “will,” “would,” “should,”
“could,” or “may” are generally intended 1o identify forward-looking statements. This document speaks only as of its
date and we expressly disclaim any duty to update the information herein.

"o

Item 1. Business

We are a Maryland corporalion formed on September 13, 1996 which operates as a specialty finance company that
originates, purchases, securitizes, sells, invests in and services residential nonconforming loans and mortgage-
backed securities. We offer a wide range of mortgage loan products to nonconforming borrowers, who generally do
not satisfy the credit, collateral, documentation or other underwriting standards prescribed by conventional mortgage
lenders and loan buyers, including United States of America government-sponsored entities such as Fannie Mae or
Freddie Mac.

We have elected to be taxed as a real estate investment trust (“RE{T”) under the Internal Revenue Code of 1986, as
amended (the “Code"). For so long as we maintain our status as a REIT, we must meet numerous rules established
by the Internal Revenue Service (“IRS"). tn summary, these rules require us to:

« Restrict investments to certain real estate related assets;
« Avoid certain invesiment trading and hedging activities; and
+ Distribute virtually all REIT taxabte income to our shareholders.

As long as we maintain our REIT status, distributions 1o our shareholders will generally be deductible by us for
income tax purposes. This deduction eflectively eliminates REIT level income taxes. Management believes that we
have met the requirements to maintain our REIT status for 2006 and prior years. We are, however, currently
evaluating whether it is in shareholders’ best interests to retain our REIT status.

We operate three core businesses:
« Mortgage portfolio management;
¢« Mortgage lending; and

« Loan servicing.

Segment information regarding these businesses for the three years ended December 31, 2006 is included in Note
16 to our consolidated financial statements.




Mortgage Portfolio Management . : e

We operate as a Iong-térm mortgage securities and mortgage loan portiolio investor. Qur portiolio of mortgage
securities includes interest-only, prepayment penalty, and overcollateralization securities retained from our '
securitizations of nonconforming, single-family residential mortgage loans which we have accounted for as sales,
under applicable accounting rules {(collectively, the “residual securitiés™). Our portfolio of mortgage securities also -
includes subordinated mortgage securities retained from our securitizations and subordinated home equity foan -
asset-backed securities (“ABS”) purchased from other ABS issuers (collectively, the “subordinated securities”). We
finance our investment in these mortgage securities by issuing asset-backed bonds ("ABB"), debt and capital stock
and by entering into repurchase agreements. Our mortgage portfolio management operations generate earnings
primarily from the interest income generated from our mortgage securities and mortgage loan portfolios.

In 2005 we began retaining various subordinate securities from our securitization transactions. in 2006, we began
purchasing subordinated ABS of other ABS issuers. We will-continue to acquire, retain, and aggregate ABS.with the
intention of securing non-recourse long-term financing.through collateralized debt obligation (“CDO") securitizations.
In the future, we may enter into derivative transactions referencing third party ABS, commonly referred to as .
“synthetic” assets. We also intend to retain the risk of the underlying securities by investing in the equity and oy
subordinated debt of CDO securitizations. CDO equity securities bear the first-loss and second-loss credit risk with -
respect to the securities owned by the securitization entity. Our goal is to leverage our extensive portfolio
management experience by purchasing securities that are higher in the capital structure than our residual securities
and executing CDOs for long-term non-recourse financing, thereby generating good risk-adjusted returns. We closed
our first-CDO securitization which was structured as a financing transaction on February 8, 2007, and we expect to
contlnue to purchase securities that are hlgher in the capltal structure and flnance them with CDOS :

The long-term mongage loan portfolio on our balance sheet consists of mortgage loans classmed as held-in- portfollo
resulting from securitization tfransactions treated as financings completed in the second and third quarters of 2006
(NHES Series 2006-1 and NHES Series 2006-MTA1). We have financed our investment in these loans by issuing
ABB. ‘ . .

‘

The credit performance and prepayment rates of the nonconforming loans underlying our securities, as well as the
loans classified as held-in-portfolio, directly affects the profitability of this segment. In addition short-term mterest
rates have a sngmflcant impact on this segment s profitability.
Mortgage Lending ‘ '
The mortgage lending operation is significant to our financial results as it produces loans that ultimately collateralize
the mortgage securities that we hold in our portfolio. The loans we originate and purchase,are sold; either in .
securitization transactions structured as sales or financing transactions, or are sold outright to third parties. We .+ .
finance the loans we originate and purchase by using warehouse repurchase agreements on a short-term basis: For
long-term financing, we securitize our mortgage loans and issue ABB. :

Our mortgage lending operatlons generate earnings primarily from securitizing and selling Ioans for a premium, We
also earn revenue from fees from loan originations and interest income on morigage loans held-for-sale. The timing,
size and structure of our securitization transactions have a significant impact on the gain on sale recognized and
ultimately the profitability of this segment. In addition the market prices for whole loans and shott-term mterest rates
have a SIgnlflcant |mpact on this segment s profitability. , L
Our mortgage Iendmg segment originates and purchases pnmanly nonconforming, single- famlly resrdentlal mongage
loans. Our mortgage lending operation continues to mnovate in loan origination. Our lending decisions are dnven by
three pnmary objectives: L co

o

» Qriginating loans that perform in line with expectations,
» Maintaining economically sound pricing (profltable coupons), and
+ Controlling costs of origination. - . ‘ ‘ B

In our nonconforming lending operations, we lend to individuals who generally do not qualify for agency/conventional
lending programs because of a lack of available documentation, previous credit difficulties or higher loan-to-value
("LTV"} ratios. These types of borrowers are generally willing to pay higher mortgage loan origination fees and:
interest rates than those charged by conventional lenders. Because these borrowers typically use the proceeds of
the mortgage loans to consolidate debt and to finance home improvements, education and other consumer needs,
loan volume is generally less dependent on general levels of interest rates or home sales and therefore less cyclical
than conventional mortgage tending.




Cur nationwide toan origination network includes wholesale loan brokers, mortgage lenders, and correspondent
institutions, all of which are independent of any of the NovaStar Financial entities, as well as our own direct to
consumer operations. Qur sales force, which includes account executives in 38 states, develops and maintains
relationships with this network of independent retail brokers. Our correspondent origination channel consists of a
network of institutions from which we purchase nonconforming mortgage loans on a bulk or flow basis. Our direct to
consumer operations channel consists of call centers where we contact potential borrowers as well as a network of
branch operations which we acquired in the fourth quarter of 2006 in order to expand this origination channel.

]

We underwrite, process, fund and service the nonconforming mortigage loans sourced through our network of
wholesale loan brokers and morigage lenders and our direct to consumer operations in centralized facilities.

Loan Servicing

Management believes loan servicing remains a critical part of our business operation because maintaining-contact
with our borrowers is critical in managing credit risk and for borrower retention. Nonconforming borrowers are more
prone to late payments and are more likely to default on their obligations than conventional borrowers. By servicing
our loans, we strive to identity problems with borrowers early and take quick action tc address problems. In addition,
borrowers may be motivated to refinance their mortgage loans either by improving their personal credit or due to a
decrease in interest rates. By keeping in close touch with borrowers, we can prov:de them with information about
NovaStar Financial products to encourage them to refinance with us.

We retdin the servicing rights with respect to the loans we securitize. Mortgage servicing yields fee income for us in
the form of contractual fees approximating 0.50% of the outstanding balance of loans we service that have been
securitized. In addition we receive fees paid by borrowers for normal customer service and processing fees. We also
earn interest income on funds we hold as custodian as part of the servicing process. -

Market in Which NovaStar Operates and Competes

Over the last ten years, the nonconforming lending market has grown from less than $50 billion annually to
approximately $640 billion in 2006 as estimated by Inside Mortgage Finance Publications. A significant portion of
noncenforming loans are made to borrowers who are using equity in their primary residence to consolidate
installment or consumer debt, or take cash out for personal reasons. The nonconforming market has grown through a
variety of interest rate environments. Management estimates that in 2006 we had a 1-2% share of the nonconforming
loan market. ‘

We face intense competition in the business of originating, purchasing, selling and securitizing mortgage loans. The
number of market participants is believed to be well in excess of 100 companies who originate and purchase
nonconforming loans. No single participant holds'a dominant share of the lending market. We compete for borrowers
with consumer finance companies, conventional mortgage bankers, commercial banks, credit unions, thrift institutions
and other independent wholesale mortgage lenders. Competition among industry participants can take many forms,
including convenience in obtaining a loan, amount and term of the loan, customer service, marketing/distribution
channels, loan origination fees and interest rates. To the extent any competitor significantly expands their activities in the
nonconforming and subprime market, we could be adversely affected. . - '

Our principal competition in the business of holding mortgage loans and mertgage securities are life insurance :
companies, institutional investors such as mutual funds and pension funds, other well-capitalized, publicly-owned
mortgage lenders and certain other mortgage acquisition companies structured as REITs. Many of these competitors
are subslannally larger than we are and have considerably greater financial resources than we do.

One of our key competitive strengths is our employees and the level of service they are able to prowde our borrowers.
We service our nonconforming loans and, in doing so, we are able to stay in close contact with our borrowers and
identify potential problems early.

We also believe we compete successfully due to our:

experienced management team;

use of technology to enhance customer service and reduce operating costs;

freedom from depository institution regulation;

vertical integration — we broker and/or originate, purchase, fund; service and manage morigage loans;
access to capital markets to securitize our assets.




Risk Management ' : : - e . . L

Managernent recognizes the following primary risks associated with the business and industry in which it operates.
interest Rate/Market
Liguidity/Funding ' .

Credit : : . . . : .
*" Prepayment T .o ; :
Regulatory ; :

lnteresr Rate/Marker R.rsk Qur mvestment _policy goals are to maintain the net interest margm between our assets
and liabilities and to diminish the effect of changes in interest rate Ievels on the market value of our assets ’

LR

‘. A -

Interest Rate Risk. When mterest rates on our assets do not adjust at the same time or in the same amounts as the
interest rates on our liabilities or when the assets have fixed rates and the liabilities have adjustable rates, future : - :
earnings potential is affected. We express this interest rate risk as the risk that the market value of our assets will -
increase or decrease at different rates than that of our liabilities. Expressed another way, this is the risk that our net
asset value will experience an adverse change when interest rates change. We assess the risk based on the change n’
market values glven increases and decreases in intérést rates.. C

The interest rates under our primary flnancmg sources reset frequently As of December 31, 2006, rates on a majority of
our borrowings adjust daily or monthly off London Inter-Bank Offered Rate (“LIBOR"). On the other hand, very few of
the mortgage assets we own adjust on a monthly or daily-basis. Most of the mortgage loans have rates that are fixed for -
some period of time ranging from 2 to 30 years.. For example, one of our loan products is the “2/28" Ioan This Ioan is
fixed for its first two years and then adjusts evéry six months thereafter. - .

While shor:term borrowing rates are low and long-term asset rates are high, this portiolio structure produces good
results. However, if short-term interest rates rise rapidly, earning potential would be 5|gn|f|cantly affected and .
impairments may be incurred,-as the asset rate resets would lag the borrowing rate resets. K '

We transfer interest rate agreements at the time of 'securitization into the securitization:trusts to protect the third-party
bondholders from interest rate risk and to decrease the volatility of future cash fiows related to the securitized- :
mortgage loans. We enter into these interest rate agreements as we originate and purchase mortgage loans in our :
mortgage lending segment.. At the time of a securitization structured as a sale; we transfer.interest rate agreements. .
'into the securitization trusts and they are removed from our balance sheet. The trust assumes the-obligation to make
payments and obtains the right 1o receive payments under these’ agreements. Generally, net settlement obligations *
paid by the trust for these interest rate agreements reduce the-excess interest cash flows to our residual securilies. -
Net settlement receipts from these interest.rate agreements are either used to cover interest shortfalls on the third- »
party primary bonds or to provide credit enhancement with any remaining funds then flowing to our residual ++
securities. For securitizations structured as financings the derivatives will remain on our balance sheet. .Generally,- .
. these interest rate agreements do not meet the hedging criteria set forth in accounting principles generally accepted
in the United States of America (“GAAP") while they are on our balance sheet; therefore, we are required to records -
their change in value as a component of earnings even though-they may reduce our.interest rate risk. In times when. .
short-term rates rise.or drop significantly, the value of our-agreements will increase or decrease,.respectively.” ..
Occasionally, we enter into interest rate agreements that do meet the hedging criteria set forth in. GAAP, Inithese-
instances, we record their change rn varue if effective, dlrec:try to other comprehenswe income on our statement of
shareholder’s equity.. A . : . TE o : Coe T

- - - L] . a t
P b ’.‘..

!nterest Rale Sensmwty Analysis. We model fmancual mformatlon ina varlety of interest rate scenarios 1o assess .
interest rate sensitivity as an indication of exposure to interest rate risk. . Usung these models, thefair value and interest
rate sensitivity of each financial instrument.-or groups-of similar instruments, is estimated, and then aggregated to form a
comprehenswe picture of the I’lSk charactenstlcs of the balance sheet. The rlsks are analyzed on a market value basis.

- . 8 “1‘ B NS . Ly , . -
The tottowmg table summarizes management‘s estimates of the changes in market value of our mortgage assets and
interest rate agreements assuming interest rates were 100 and 200 basis paints, or.one:and two.percent higher or-
lower. The cumulative change in market value represents the change in market value of mortgage assets, net.of the
change in market value of interest rate agreements. The change in market value of the liabilities on our balance sheet
due to a change in interest rates is-insignificant since a majority of our short-term borrowings and-ABB are adjustabie
rate; however, as noted above, rapid increases in short-term interest rates would negatively |mpact the interest-rate
spread between our liabilities and assets and, consequently, our earnings. v -
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Interest Rate Sensitivity - Market Value

{dollars in thousands)
' Basis Point Increase (Decrease) in Interest Rates (A)
(200) (100) 100 200
As of December 31, 2006: '
Change in market values of: L e
Assets — non trading (B} _ _ $ 096262 $ 105038 _ $ (78,698) % (150,481)
_ Assots-trading (Q)_____ _ 9999 7080 _<15.129)__ _(30.707)
L__ Interest rate agreemants ; {40,018) . (20,946) - 23,998 49,264
Cumulative change in market value 0§ 196243 § 91172 ~ § (68,820) §$ (131,924)
[ Percent change of market value portfolio equity (D) _ 340% _ 15.8% (11.9%) (22.9%)
As of December 31, 2005:
Change in market values of: . .
L__Assets—nontrading ®) % 95322 $ 41344 §_(41417) S (84971)
_. Assets ~ trading (C)__ 1184 983 _. (2837)____(7512)
5 interest rate agreements . (33,502) {17,365)_ 20,072 41,616
Cumulative change in market value ' $ 62954 § 24,962 $ (24,182) $ (50.867)
I Percent change of market value portfolio equity (D}___ 11.0% 4.4% (4.2%) _ (8.9%)

{A) Change in market value of assets or interest rate agreements in a parallel shift in the yield curve, up and doWn 1% and
2%.
(B} Includes morigage leans held-for-sale, morigage loans held-in-portfolio, mortgage securities - available-for-sale and
mortgage servicing rights. '
(C) Consists of mortgage securities — trading.
(D) Total change in estimated market value as a percent of market value portfolio equity as of December 31.

Hedging. We use derivative instruments to mitigate the risk of our cost of funding increasing at a taster rate than the
interest on the loans. We adhere to an interest rate risk management program that is approved by our Board. This
program is formulated with the intent to offset the potential adverse effects resulting from rate adjustment limitations
on mortgage assets and the differences between interest rate adjustment indices and interest rate adjustment periods
of adjustable-rate martgage loans and related borrowings.

We use interest rate cap and swap contracts to mitigate the risk of the financing expense of variable rate liabilities
increasing at a faster rate than the income produced on assets during a penod of rising rates. Management intends
generally to hedge as much of the interest rate risk as determined to be in our best interest, given the cost and risk of
hedging transactions and the limitations on our ability to hedge imposed on us by REIT tax requirements.

We seek to build a balance sheet and undertake an interest rate risk management program that is likely, in
management’s view, to-enable us to maintain an equity liquidation value sufficient to maintain operations given a
variety of potentiaily adverse circumstances. Accordingly, the hedging program addresses both income preservation,
as discussed in the first part of this section, and capital preservation concerns.

interest rate cap and swap agreements are legal contracts between us and a third-party firm or “counterparty”. Under
an interest rate cap agreement the counterparty agrees to make payments to us in the future should the one-month
LIBCR interest rate rise above the strike rate specified in the contract. We make either quarterly or monthly premium
payments or have chosen to pay the premiums at the beginning to the counterparties under contract. Each contract
has either a fixed or amortizing notional face amount on which the interest is computed, and a set term to maturity.
When the referenced LIBOR interest rate rises above the contractual strike rate, we earn cap income. Under interest
rate swap agreements we pay a fixed rate of interest while receiving a rate that adjusts with one-month LIBOR.

The following table summarizes the key contractual terms associated with interest rate risk management contracts on
our balance sheet as of December 31, 2006. All of our pay-fixed swap contracts and interest rate cap contracts are
indexed to one-month LIBOR. .
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We have determined the following estimated net fair value amounts by using available market information and
valuation methodclogies we deem appropriate as of December 31, 20086.

Interest Rate Risk Management Contracts
(dollars in thousands)

Maturity Range
Total '
Net Fair Notional
Value Amount 2007 2008 2009 2010 2011

Payfixedswaps: = ___ _ .. - - —

Contractual '

mawrty % 6527: 8 1,575,000 _§ 490,000 $ 720000 $ 365000 .- — §_ =

Weighted average L

_pay rate B o 4.9% 4.7% 5.0% 49% 0 = -

Weighted average : _i '
L receiverate _ ___ _ _____ ___ __ 54% (A _____(A) — A =
Interestratecaps: . . e , e

Contractual ' _ : o

_maturity . _ $ _4634_§ 610000 _$ 80,000 $ 285000 $_195000_$ _ 40,000 $ 10,000

Weighted average .

strike rate 5.0% - 4.9% 4.9% 5.0% 5.2% 54%

(A) The pay-fixed swaps receive rate is indexed to one-month LIBOR.

We had no interest rate agreements with contractual maturities beyond 2011 as of December 31, 2006.

Liquidity/Funding Risk. A significant risk to our mortgage lending operations is the risk that we will not have
financing facilities and cash available to fund and hofd loans prior to their sale or securitization, to fund required
repurchase requests and margin calls or that we may not be able 1o securitize our loans or securities upon favorable
terms. On a short-term basis, we finance mortgage loans using warehouse repurchase agreements that we maintain
with large banking and investment institutions. In addition, we have access to facilities secured by our mortgage
securities and servicing advance receivables. For long-term financing, we depend on securitizations and CDOs,
Other matters also impact our liquidity and funding risk. See the “Liquidity and Capital Resources” séction of
“Management'’s Discussion and Analysis of Financial Condition and Results of Operations” for funher discussion of
liquidity risks and resources available to us.

Credit Risk. Credit risk is the risk that we will not fully collect the principal we have invested in mortgage loans or the
amount we have invested in securities. Nonconforming mortgage loans comprise substantially our entire mortgage
loan portfolio and serve as collateral for our mortgage securities. Noncenforming borrowers include individuals who
do not quality for agency/conventional lending programs because of a lack of conventional documentation or previous
credit difficulties but have considerable equity in their homes. Often, they are individuals or families who have built up
high-rate consumer debt and are attempting to use the equity In their home to consolidate debt and reduce the
amount of money it takes to service their monthly debt obligations. Our underwriting guidelines are intended to
evaluate the credit history of the potential borrower, the capacity and w1|l|ngness of the borrower to repay the loan,
and the adequacy of the collateral securing the loan.

Our underwriting staff works under the credit policies established by our Credit Committee. Underwriters are given
approval authority only after their work has been reviewed for a period of time. Thereafter, the Chief Credit Officer re-
evaluates the authority levels of all undenvriting personnel on an ongoing basis. All loans in excess of $350,000 currently
require the approvat of an underwriting supervisor. Qur Chief Credlt Officer or our President must approve loans in
excess of $1,000,000.

Our underwriting guidslines take into consideration the number of times the potential borrower has recently been late on
a mortgage payment and whether that payment was 30, 60 or 90 days past due. Factors such as FICO score,
bankruptcy and foreclosure filings, debt-to-income ratio, and loan-to-value ratio are also considered. The credit grade
that is assigned to the borrower is a reflection of the barrower’s historical credit. Maximum loan-to-value ratios for each
credit grade depend on the level of income documentation provided by the potential borrower. In some instances, when
the borrower exhibits strong compensating factors, exceptions to the underwriting guidelines may be approved.




»

In 2006, we saw the performance of our 2006 vintage production drop to unacceptable levels. We believe this
performance is related to a few key fundamentals such as: .

« Downturn in the housing market

« Underwriting guidelines that worked in a stronger housing market were no longer effective in the weaker 2006
market

« Tolerance levels previously allowed for appraisals were no ionger effective in the weaker 2006 market

Going forward, the key area of focus for our credit management function is to ensure that the 2007 vintage performs
better than 2006 and in line with our expectations. In this regard, we have taken several steps which include:

+ Tightening of underwriting guidelines
e Enhancing our appraisal review process
» |dentifying loans with unacceptable levels of risk.

Other strategies we use for managing credit risk are to diversify the markets in which we originate, purchase and own
mortgage loans and the purchase of mortgage insurance. We have purchased mortgage insurance on a majority of
the loans that are held in our portfolic — on the balance sheet and those that serve as collateral for our mortgage
securities. The use of mortgage insurance is discussed under “Premiums for Mortgage Loan Insurance” in
“Management's Discussion and Analysis of Financial Condition and Results of Operations”. Details regarding loans
charged off are disclosed in Note 2 to our consolidated financial statements.

Prepayment Risk. Generally speaking, when market interest rates decline, borrowers are more likely to refinance
their mortgages. The higher the interest rate a borrower currently has on his or her marigage the more incentive he or
she has to refinance the mortgage when rates decline. In addition, the incentive to refinance increases when credit
ratings improve. When home values rise, loan-lo-value ratics drop, making it more likely that a borrower wili do a
“cash-out” refinance. Each of these factors increases the chance for higher prepayment speeds.

The majority of our mortgage securities available-for-sale portfolio consists of securities which are “interest-only” in
nature. These securities represent the net cash flow — interest income — on the underlying loans in excess of the cost
to finance the loans. When borrowers repay the principal on their mortgage loans early, the effect is to shorten the
period over which interest is earned, and therefore, reduce the cash flow and yield on our securities.

We mitigate prepayment risk by originating and purchasing loans that include a penalty if the borrower repays the
loan in the early months of the loan’s life. A majority of our loans have a prepayment penalty up to bul no greater
than 80% of six manths interest on the principal balance that is being repaid. As of December 31, 2006, 60% of the
loans which serve as collateral for our mortgage securities had a prepayment penalty. As of December 31, 2006,
60% of our mortgage loans on cur balance sheet had a prepayment penalty. During 2008, 62% of the loans we
originated and purchased had prepayment penalties.

Regulatory Risk. As a mortgage lender, we are subject to many laws and regulations. Any failure to comply with these
rules and their interpretations or with any future interpretations or judicial decisions could harm our profitability or cause a
change in the way we do business. For example, several lawsuits have been filed challenging types of payments made by
mortgage lenders to mortgage brokers.

State and local governing bodies are focused on the nonconforming lending business and are concerned about
borrowers paying “excessive fees” in obtaining a mortgage loan — generally termed “predatory lending”. In several
instances, states or local govemning bodies have imposed strict laws on lenders to curb predatory lending. To date,
these laws have not had a significant impact on our business. We have capped fee structures consistent with those
adopled by federal mortgage agencies and have implemented rigid processes to ensure that our lending practices
are not predatory in nature.

We regularly monitor the laws, rules and regulations that apply to our business and analyze any changes to them. We
integrate many legal and regulatory requirements into our automated loan origination system to reduce inadvertent
non-compliance due to human error. We also maintain policies and procedures, summaries and checklists to help our
origination personnel comply with these laws. Our training programs are designed to teach our personnel about the
significant laws, rules and regulations that affect their job responsibilities.




U.S. Federal Income Tax Consequences

The following general discussion summarizes the material U.S. federal income tax considerations regarding our
qualification and taxation as a REIT. This discussion is based on interpretations of the Code, regulations issued
thereunder, and rulings and decisions currently in effect (or in some cases proposed), all of which are subject to
change. Any such change may be applied retroactively and may adversely affect the federal income tax
consequences described herein. This summary does not discuss all of the tax consequences that may be relevant to
particular shareholders or shareholders subject to special treatment under the federal income tax laws. Accordingly,
you should consult your own tax advisor regarding the federal, state, local, foreign, and other tax consequences of
your ownership of our common-stock and our REIT status and any termination of our REIT status and regard:ng
potential changes in applicable tax laws.

General. Since inception, we have elected to be taxed as a REIT under Sections 856 through 859 of the Code. We
believe we have complied, and intend to-comply in the future for so long as we remain a REIT, with the requirements
for qualification as a REIT under the Code. To the extent that we qualify as a REIT for federal income tax purposes,
we generally will not be subject to federal income tax on the amount of income or gain that is distributed to
shareholders. However, origination and broker operations are conducted through NovaStar Mortgage, which is
owned by NF| Holding Corporation, Inc. — a taxable REIT subsidiary (“TRS"). Consequently, all of the taxable income
of NFI Holding Corporation, Inc. is subject to federal and state corporate income taxes. In general, a TRS may hold
assets that a REIT cannot hold directly and generally may engage in any real estate or non-real estate related
business. However, special rules do apply to certain activities between a REIT and its TRS. For example, a TRS will
be subject to earnings stripping limitations on the deductibility of interest paid to its REIT. In addition, a REIT willbe -
subject 1o a 100% excise tax on certain excess amounts to ensure that (i) amounts paid to a TRS for services are based
on amounts that would be charged in an arm’s-length transaction, (i} fees paid to a REIT by its TRS are reflected at fair
market value and (jii) interest paid by a TRS to its REIT is commercially reasonable.

The REIT rules generally require that a REIT invest primarily in real estate related assets, that its activities be passive
rather than active and that it distribute annually to its shareholders substantially all of its taxable income. We could be
subject to a number of taxes if we failed to satisfy those rules or if we acquired certain types of income-producing real
property through foreclosure. Although no complete assurance can be given,-we do not expect that we will be subject
to matenal amounts of such taxes. -

Failure to satisfy certain Code requwements could cause loss of REIT status. If we fail to qualify, or elect to termlnate
our status, as a REIT for any taxable year, we would-be subject to federal income tax (including any applicable
minimum tax) at regular corporate rates and would not receive deductions for dividends paid to shareholders. As a
result, the amount of after-tax earnings available for distribution to shareholders would decrease substantially.

Qualitication as a REIT. Qualification as a REIT requires that we satisfy a variety of tests relating to income, assets,
distributions and ownership so long as we remain a REIT. The significant tests are summarized below.

Sources of Income. To qualify as a REIT, we must satisfy two gross income requirements, each of which is 'applied
on an annual basis. First, at least 75% of our gross income, excluding gross income from prohibited transactions, for
each taxable year generally must be derived directly or indirectly from:

rents from real property; : . 1 .

interest on debt secured by morigages on real property or on interests in real propeny, :

dividends or other distributions on, and gain from the sale of, stock in other REITs

gain from the sale of real property or mortgage loans; :

amounts, such as commitment fees, received in consideration for entering into an agreement to make a loan

~ secured by real property, unless such amounts are determined by income and profits;

« income derived from a Real Estate Mortgage Investment Conduit (“REMIC”) in proportion to the real estate
assets held by the REMIC, unless at least 95% of the REMIC’s assels are real estate assets, in which case all of
the income derived from the REMIC; and

+ interest or dividend income from investments in stock or debt instruments attributable to the temporary

investment of new capital during the one-year period following our receipt of new capital that we raise through

equity offerings or public offerings of debt obligations with at least a five-year term.

Second, at least 95% of our gross income, excluding gross income from prohibited transactions, for each taxable
year must be derived from sources that qualify for purposes of the 75% gross income test, and from (i) dividends, (ii)
interest, (iii) certain qualifying hedges entered into prior to January 1, 2005 and (iv) gain from the sale or other
disposition of stock, securities, or, certain qualifying hedges entered into prior to January 1, 2005.

Management believes that we were in compliance with both of the income tests for the 2006 and 2005 calendar
years.




Nature and Diversification of Assets. As of the last day of each calendar quarter, we must meet six requirements
under the two asset tests. Under the 75% of assets test, at least 75% of the value of our total assets must represent
cash or cash items (including receivables), government securities or real estate assets. Under the 25% of asssets test,
no more than 25% of the value of our total assets can be represented by securities, other than (A} government
securities, (B) stock of a qualified REIT subsidiary and (C) securities that qualify as real estate assets under the 75%
assets test ({A), (B) and (C) are collectively the “75% Securities"). Additionally, under the 25% assets test, no more
than 20% of the value of our total assets can be represented by securities of one or more taxable REIT subsidiaries
and no more than 5% of the value of our total assets can be represented by the securities of a single issuer,
excluding 75% Securities. Furthermore, we may not own more than 10% of the total voting power or the total value of
the outstanding securities of any one issuer, excluding 75% Securities.

If we inadvertently fail to satisfy ane or more of the asset tests at the end of a calendar quarter, such failure would not
cause us to lose our REIT status. We could still avoid disqualification by eliminating any discrepancy within 30 days
after the close of the calendar quarter in which the discrepancy arose. Management believes that we were in
compliance with all of the requirements of both asset tests for alt quarters during 2006 and 2005.

Ownership of Common Stock. Our capital stock must be held by a minimum of 100 persons for at least 335 days of
each year. In addition, at all times during the second half of each taxable year, no more than 50% in value of our
capital stock may be owned directly or indirectly by 5 or fewer individuals. We use the calendar year as'our taxable
year for income tax purposes. The Code requires us to send annual information questionnaires to specified
shareholders in order to assure compliance with the ownership tests. Management believes that we have complied
with these stock ownership tests for 2006 and 2005. '

Distributions. To maintain REIT status, we must distribute at least 90% of our taxable income and any after-tax net
income from certain types of foreclosure property less any non-cash income. No distributions are required in periods
in which there is no taxable income. Management believes that we have complied with these distribution
requirements for 2005 and intends to comply with these requirements with respect to 2006 taxable income.

Taxable Income. We use the calendar year for both tax and financial reporting purposes. However, taxable income
may, and in our case does, differ from income computed in accordance with GAAP. These differences primarily arise
from timing and character differences in the recognition of revenue and expense and gains and losses for tax and
GAAP purposes. Additionally, taxable income thal is subject to the distribution requirement does not include the
taxable income of our TRS, although the subsidiary's operating results are included in our GAAP results. -

Personne!

As of December 31, 2006, we employed 2,048 people. Management believes that relations with its employees are
good. None of our employees are represented by a union or covered by a collective bargaining agreement.

Available Information

Copies of our annual report on Form 10-K, quarterly reports on Form 10-Q, current reports on Form 8-K and any
amendments to these reports filed or furnished with the SEC are available free of charge through our Internet site
(www.novastarmortqaqge.com) as soon as reasonably practicable after filing with the SEC. References to our website
do not incorporate by reference the information on such website into this Annual Report on Form 10-K and we
disclaim any such incorporation by reference. Copies of our board committee charlers, our board’s Corporate
Governance Guidelines, Code of Conduct, and other corporate governance information are available at the Corporate
Governance section of our Internet site {(www.novastarmortgage.com), or by contacting us directly. Our investor
relations contact information follows.

Investor Relaticns

8140 Ward Parkway, Suite 300
Kansas City, MO 64114
816.237.7424

Email: ir@novastar1i.com
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Item 1A Ftlsk Factors . , - AR
Risk Factors . " . e W T T

You should carefully consider the risks described below before investing in our publicly traded securities. The risks.
described below are not the only ones facing us. Our business is also subject to the risks that affect. many other
companies, such as compelition, inflation, technological obsolescence, labor relations, general economic conditions -
and geopohnca! events. Additional risks not currently known to us or that we currently believe are immaterial also may
impair our busmess operatrons and our hqurdrty ot A . £

-

Risks Flelated to Securitization, Loan Sale and Borrowmg Actlvlties e - ‘

¥
o

Our growth is dependent on Ieverage whrch may create other nsks. . : -
: 1 oo by,
Our SUCCess is dependent 1n part upon our ablhty to grow our assets through the use of leverage. Leverage creates
an opportunity for increased net income, but at the same time creates risks. For example, while we will incur leverage
only when there is an expectation that it will'enhance returns, leveraging magnifies both positive and negative .
changes in our net worth. In addition, there can be no assurance that we will be-able to meet our debt service -
obligations and, to the extent that we cannot, our financial condition and our ability to meet minimum REIT dividend
requirements will be materially and adversely affected: Furthermore, if we were to liquidate, our debt holders and
lenders will receive a distribution of cur avanable assets before any dlstrlbutlons are made to our common .-
shareholders. - ; . : K o o .
. . e )

An mterruptron or reductron in the secuntrzatron market or our abmty to access this market wau:'d harm our
financial position. = - . w . ¥ ] ‘ :

T - " - o " - somy e sal
Woe are dependent on the securltlzatlon market for Iong-term flnancmg of our ongmatlon and purchase of mortgage °
loans.and mortgage securities, which we initially finance with our short-term financing. -In-addition, many of the
buyers of our whole loans purchase the loans with the intention of securitizing them."A disruption in the securitization
market could prevent us from being able to sell loans or mortgage securities at-a favorable price or at all. Factors that
could disrupt the securitization market include an international liquidity crisis-such as occuired in the fall of 1998,
sudden changes-in interest rates,:.changes in the non-conforming loan market, a terrorist attack, an.outbreak of war or

‘other significant event risk, and market specific events such as a default under a comparable type of securitization.

Further, poor performance of our prevrously secuntlzed loans could harm our access to the secuntlzatlon market

In addition, a court recently found a Iender ‘and securitization underwnter Ilable for consumer fraud commltted by a
company to whom they provided financing and-underwriting services. In the event other courts or regulators adopted
the same liability theory, lenders and underwriters could be named as defendants in-more litigation and as a result
they may exit the business or charge more for their services, all of which could have a negative impact on our ability
to securitize our mortgage loans and mortgage securities and the securitization market in general.

" S [ e [ oy,
Ay . . B -

A decline in our ability to obtain long-term:funding for our mortgage loans or mortgage securities in the securitization .
market in general or on attractive terms or a decline in the market's demand:for our mortgage loans or mortgage -
securities could harm our results of operations, financial condition and' busmess prospects and could result in defaults
under our short term flnancmg arrangements for these assets ' : .

‘.J

We ma y not be able to contrnue to sell our mortgage Ioans on terms and conditions that are profrtable to us

A portion of our revenues comes from the gains on sale generated by sales of pools of our mortgage loans as' whole
loans. We make whole loan sales to a limited number. of institutional purchasers, some of which may be frequent,
repeat purchasers, and others of which may make only one or a few purchases from us. We cannot assure you that:
we will continue to have purchasers for our loans on terms and conditions that will be profitable to us. Also, even
though our mortgage loans.are generally marketable to multiple purchasers, certain loans may be marketable to only
one or a few purchasers, thereby mcreasrng the risk that we may be unable to sell such loans at a profit.
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Failure to renew or obtain adequate funding under warehouse repurchase agreemenrs may harm our
business.

We are dependent upon several warehouse repurchase agreements to provide short term financing for our . -
origination and purchase of mortgage loans pending their sale or securitization. In addition, we utilize warehouse
repurchase agreements for short and medium term financing for our purchase and retention of mortgage securities.
Under.a warehouse repurchase agreement, we sell an asset and agree to repurchase the same asset at some point
in time in the future. Generally, the repurchase agreements we enter into require monthly roll-over repurchase:
transactions, with a six- to nine-month maximum financing period for morgage loans and a three-year maximum
financing period for securities retained from our mortgage loan securitizations. For financial accounting purposes,
these arrangements are treated as secured financings. We retain the assets on our balance sheet and record an
obligation to repurchase the assets. The amount we may borrow under these arrangements is generally 95% 1o
100% of the asset market value with respect to performing mortgage loans and 70% to 80% of the asset market
value with respect to nonperforming mortgage loans. Additionally, the amount we may borrow under these
arrangements is generally 40% to 95% of the asset market value wnlh respect to mortgage securities depending on
the investment rating: - :

These warehouse repurchase agreements contain numerous representations, warranties and covenants, including
requirements to maintain a certain minimum net worth, to maintain minimum equity ratios, to maintain our REIT
status, and other customary debt covenants. Events of defauit under these facilities include raterial breaches of
representations and warranties, failure to comply with covenants, material adverse effects upon or changes in our
business, assets, or financial condition, and-other customary matters. Events of default under certain of our facililies
also include termination of our status as servicer with respect to certain securitized loan pools and failure to maintain
profitability over consecutive quarters. If we were unable to make the necessary representations and warranties at
the time we need financing, we would not be able to obtain needed funds. In addition, if we default under any
warehouse repurchase agreement under which borrowings are then cutstanding, the lenders under substantially all of
our existing warehouse repurchase agreements could demand immediate payment of all outstanding amounts
pursuant to cross-default provisions. Any failure to renew or obtain adequate funding under these financing
arrangements for any reason, or any demand by warehouse lenders for immediate payment of outstanding balances,
could harm our lending and loan purchase operations and have a material adverse effect on our results of operations,
financial condition and business prospects. In addition, an increase in the cost of warehouse financing in excess of
any change in the income derived from our mortgage assets could also harm our earnings and reduce the cash
available for distribution to our shareholders. In October 1998, the subprime mortgage loan market faced a liquidity
crisis with respect to the availability of short-term borrowings from major lenders and long-term borrowings through
securitization. At that time, we faced significant liquidity constraints which harmed our business and our profitability.
There is no assurance that a comparable situation will not occur in the future.

A decline in the market value of mortgage assets financed under our warehouse finance arrangements may
result in margin calls or similar obligations, which may require that we liquidate assets at a disadvantageous
time. . ‘

When, in a lender's opinion, the market value of assets subject to a warehouse repurchase agreement decreases for
any reason, including a rise in interest rates or general concern about the value or liquidity of the assets, we are
required to repay the margin or difference in market value, or post additional collateral. If cash or additional collateral
is unavailable to meet margin calls, we may default on our obligations under the applicable repurchase agreement,
which would cross-default substantially all of our warehouse repurchase agreements. In that event, our tenders would
have the right to liquidate the collateral we provided them to settle the amount due from us and, in general, the right
1o recover any deficiency from us.

In addition, we utilize warehouse financing arrangements for the accumulation of third-party morlgage-backed
securities and related credit default derivatives for purposes of CDO offerings. Under these arrangements, the
financing party has the right to liquidate any assets that decline in credit quality or fail to continue to meet eligibility
requirements, and the right to liguidate the entire pool of financed assets if the related CDO offering does not occur
by a specified date. If a liquidation results in anet-loss, we are required to pay to the financing party the amount of
the net less. .- o

In order to obtain cash to satisfy a margin call or a net loss payment obligation, we may be required to liquidate
assets at a disadvantageous time, which could cause us to incur further losses and adversely affect our results of
operations and financial condition. In addition, an unplanned liquidation of assets could change our mix of
investments, which in turn could jeopardize our REIT status or our ability to rely on certain exemptions under the
Investment Company Act of 1840, as amended (the “Investment Company Act’).
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We may be required to repurchase mortgage loans or indemnify mortgage loan purchasers as a result of -
breaches of representations and warranties, borrower fraud, or certain borrower defaults which could harm
our liquidity, results of operations and financial condition. C - “ .

When we sell mortgage {oans, whether as whole Ioans or pursuant to a securitization, we are required to make -
customary representations and warranties to the purchaser about the morigage loans and the manner in which they
were originated. Our whote loan sale agreements require us to repurchase or substitute mortgage loans in the event
we breach any of these representations or warranties. In addition, we may be required to repurchase mortgage loans
as a result of borrower fraud or in the event of early payment default on a mortgage loan. Likewise, we are required
to repurchase or Substitute mortgage loans if we breach a representation or warranty in connection with our
securitizations. The remedies available to us against the originating broker or correspondent may not be as broad as
the remedies available to a purchaser of mortgage loans against us, and we face the further risk that the originating’
broker or correspondent may not have the financial capacity to perform remedies that otherwise may be available to
us. Therefore, if a purchaser enforces its remedies against us, we may not be able to recover losses from the
originating broker or correspondent. Repurchased loans are typically sold at a significant discount to the unpaid
principal balance and, prior to sale, can be financed by us, if at all, only at a steep discount to our cost. As a result,
significant repurchase activity could harm our liquidity, cash flow, results of operations, flnancsal condition and
business prospects '

.

Recently, we have received an mcreased number of repurchase and mdemmty demands frorn purchasers of whole
loans as a result of borrower fraud and'early borrower payment defaults, which has had a negative impact on our
results of operations. While we have taken steps-to-enhance our underwriting policies and procedures, there can be
no assurance that these steps will be effective. To the extent that repurchase and indemnity demands continue at- .
this rate or increase, our results of operations and financial condition will be adversely affected.
Our investments in morlgage securities and loans are subject to changes in credit spreads which could
adversely affect our ability to realize gains on the sale of such investments and may subject us to margin
calls or similar liquidity requirements.

The value of morigage securities is dependent on the yield demanded on these securities by the market based on
their credit retative LIBOR. Excessive supply of these securities combined with reduced demand will generally cause
the market to require a higher yield on these securities, resulting in the use of a higher, or “wider,” spread over the
benchmark rate (usually the applicable LIBOR security yield) to value such securities. Under such conditions, the
value of our mortgage securities portfolio would tend to decline. Conversely, if the spread used to value such
securities were to decrease, or “tighten,” the value of our mortgage securities portfolic would tend to increase.

Qur loan portfolio is also subject to changes in credit spreads. The value of these loans is dependent on the yield
demanded by the market based on their credit relative to LIBOR. The value of our loans would tend to decline should
the market require a higher yield on such loans, resulting in the use of a higher spread over the benchmark rate
(usually the applicatle LIBOR yield). Conversely, if the spread used to value such loans were to decrease, or
“tighten,” the value of our loan portfolio would tend {o increase.

A decrease in the value of our loans or mortgage securities would reduce our ability to realize gains upon the sale or
securitization of these assets and, with respect to morigage securities (which are marked to market quarterly), could
. result in impairments for securities classified as available-for-sale or mark-to-market losses for securities classified as
trading.. In addition, a decrease in the vatue of cur mortgage loans or securities reduces the funds available to us in
respect of these assets under our warehouse repurchase agreements and may result in margin.calls. Further, a
decrease in the value of third party mortgage securities that we have accumulated for the purpose of a CDO offering
may reduce the availability or attractiveness of the CDO offering, in which case we may be required to seek other
forms of potentially less attractive longer-term financing or to liquidate the assets on unfavorable terms.
We retain and assume credit risk under a variely of mortgage securities and similar assets in connection
with and as a result of our securitization activities. Significant losses on these assets reduce our earnings,
negatively affect our liquidity, and otherwise negatively affect our business.

We retain certain residual securities resulting from our securitizations of mortgage leans, which typically consist of
interest-only, prepayment penalty, and overcollateralization bonds. We also retain from our securitizations, as well as
purchase from 3™ party ABS issuers, certain investment grade and non-investment grade rated subordinated
mortgage securities. The residual securities are typically unrated or rated below investment grade and, as such,
involve significant investment risk that exceeds the aggregate risk of the full pool of securitized loans. By holding the
residual securities, we retain the “first loss” risk associated with the underlying pool of mortgage loans. As a result,
the credit performance and prepayment rates of the sub-prime loans underlying these mortgage securities directly
affect our returns on these mortgage securities. Significant realized losses from our residual and subordinated
mortgage securities could harm our results of operations and financial condition. In addition, because we finance
these securities under medium-term warehouse repurchase agreements, decreases in the value of these retained
securities may result in margin calls and adversely affect our liquidity.
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Woe invest in or assume-financial risk associated with mortgage securities issued by third party residential real estate
loan securitization entities, most of which are backed by sub-prime loans. In addition, following a CDO offering, we
retain equity or unsecured debt securities of the CDO-issuer. We expect to increase our investment in third party
mortgage securities and CDO issuer equity and debt securities and, consequently, to increase our credit and
prepayment exposure to the assets that underlie these securities. A significant portion of these third party mortgage
securities consists of securities that are subordinate to other securities secured by the same pool of assets and, as
such, have significant investment risk. Generally, we do not control or influence the underwriting, servicing,
management, or loss mitigation efforts with respect to the assets underlying securities issued by securitizations we do
not sponsor. If the asset pools underlying any of these securities were to experience poor credit results, the market
value of the third party securities that we hold directly and of our equity interest in or unsecured debt of a CDO issuer
could decrease. Significant realized losses from third party morigage securities, directly or indirectly through our -
interest in a CDO issuer, could harm our results from operations, liquidity, and financial condition.

Further, we may enter into or assume financial risk associated with ABS credit default swaps or similar derivatives,
referred to a “synthetic securities,” in contemplation of the transfer of such synthetic securities to a CDQ issuer in
connection with our.CDO offerings. Under these synthetic securities, we may assume, in exchange for a premium,
payment and credit risk associated with third party mortgage securities. In addition to the risks associated with the
third parly securities to which the synthetic security relates, synthetic securities are unsecured and would expose us
to the risk of payment default by the swap counterparty and to risks assoctated with the determination of setttement
payments upon a credit event relating to the referenced morigage securities or other settlement event. In addition,
the market for synthetic securities of this type is not highly liquid and, as such, we may not be able to realize the full
value of a synthetic security in the event we need to liquidate or dispose of the synthetic security, which could
negatively impact our results of operations and financial condition.

Credit results with respect to mortgage assets underlying our securitizations may negatively affect our
access to the securitization market on favorable terms, which in turn would harm our financial condition and
prospects.

If the non-conforming loan industry continues to experience credit difficulties, our ability to access the securitization
market on favorable terms may be negatively affected. In addition if the pools of mortgage loans underlying our
securitizations of mortgage loans or indirectly underlying our securitizations of mortgage securities were to
experience poor credit results, the securities issued in these securitizations could have their credit ratings down-
graded, could suffer losses in market value, and could experience principa! losses. In addition to reducing the long-
term returns and near-term cash flows from the securities we have retained or acquired in these transactions, any of
the foregoing may reduce our ability to sponsor securitization transactions, including CDO offerings, in the future.

Competition in the securitization market may erode our securitization margins, which in turn may adversely
affect or harm our financial condition and prospects.

Competition in the business of sponsoring securitizations of the type we focus on is increasing as Wall Street broker-
dealers, hedge funds, mortgage REITSs, investment management companies, and other financial institutions expand
their activities or enter this field. Increased compestition could reduce our securitization margins. To the extent that our
securitization margins erode, our results of operations, financial condition and business prospects will be negatively
impacted.

Differences in our actual experience compared to the assumptions that we use to determine the value of our
residual mortgage securities could adversely affect our financial position.

Our securitizations of mortgage loans that are structured as sales for financial reporting purposes result in gain
recognition at closing as well as the recording of the residual morigage securities we retain at fair value. As of
December 31, 2006 we had retained residual mortgage securities from our securitizations of morigage loans with a
fair value of $349.3 million on our balance sheet.

Delinquency, loss, prepaymeant and discount rate assumptions have a material impact on the amount of gain
recognized and on the carrying value of our residual mortgage securities. it is extremely difficult to validate the
assumptlions we use in determining the amount of gain on sale and the value of our residual mortgage securities. If
our actual experience differs materially from the assumptions that we use to determine our gain on sale or the value
of these mortgage securities, our future cash flows, our financial condition and our results of operations could be
negatively affected.
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The value of residual interests represents the present value of future cash flows expected to be received by us from
the excess cash flows created in the securitization transaction. In general, future cash flows are estimated by taking
the coupon rate of the loans underlying the transaction less the interest rate paid to the-investors;.less contractually
specified servicing and trustee fees, and after giving effect to estimated prepayments and credit losses. We estimate
future cash flows from these securities and value them utilizing assumptions basedin part on projected discount
rates, delinguency, mortgage loan prepayment speeds and credit losses. It is extremely difficult to validate the
assumptions we use in valuing our residual interests. Even if the general accuracy of the valuation modet is validated,
valuations are highly dependent upon the reasonableness of our agsumptions and the predictability of the
relationships which drive the results of the mode!. Such assumptions are complex as we must make judgments about
the-effect of matters that.are inherently uncertain. If our actual experience differs from our assumptions, we would be
required to reduce the value of these securities.” Furthermore, if our actual experience ditfers materially from these
assumptions, our cash flow, financial condition, results of operations and business prospects may be harmed,
including an adverse affect on the amount-of dividend payments that are made on our common stock.

3

Changes in accounting standards might-céuse us to alter the way we structure or account for securitizations.

Ll
Al

Changes could be made to current accounting standards, which could affect the way we structure or.account for.
securitizations. For example, it changes were made in the types of transactions eligible for gam on sale treatment we -
may have to change the way we account for securltlzatlons which may harm our results of operatrons or financial
condition. ’ . . . . . N

The rate at which we are able to acquire eligible mortgage loans.or mortgage securities and changes in
market conditions during asset accumulation may adversely affect our ant:c:pated returns from the
securitization of these assets. : . L ‘

We use short term warehouse financing érrangements to finance the acquisition of mortgage loans and mortgage
securities until a sufficient quantity of assets is accumulated, at which time we may refinance these lines through a
securitization or other long term flnancmg Asa result we are subject to the risk that we wilt not be able to acquire,
during the petiod in which the relevant warehouse fac:|llty is available for the funding of such assets, a sufficient
amount of eligible securities to maximize the efficiency of a securitization. In addition, changes in conditions in the
capital markets may make a securitization less attractive to us by the time we do have a sufficient pool of.collateral. If
we are unable to securitize these assets, we may be required to-seek other forms of potentially less attractlve
financing or otherwise to Inqu:date the assets on unfavorabte terms.. : . -

Market factors may limit our ability‘ to origiriate‘ and acquire mortgage assets at yields that are favorable
relative to costs.

Desplte our expenence in the ongmahon and acqu|51t|on ‘of mortgage assets and our relatlonshlps W|th brokers and ,
sellers of mortgage assets, we face the risk that we might not be able to originate or acquire mortgage assets that.
earn interest rates greater than our cost of funds under our short-term borrowings and securitizations, or that we
might not be able to originate or acquire a sufficient number of such mortgage assets to maintain our profitability. An
inability to originate or purchase sufficient volumes of loans and mortgage securities at a cost lower than the net cash
proceeds realized from their sale or securitization would materially harm our results of aperations, financial condition
and business prospects.

We have recently imposed stricter mortgage loan and borrower requirements, which may result in a decrease
in our morigage loan origination and purchase volumes and, consequently, our ioan sale and securitization
volumes.

As a result of less favorable economic conditions and an increase in the number of fraudulently obtained loans and
borrower defaults, we have tightened our mortgage loan lending and purchase requirements and the processes we
undergo to document loans. There may be fewer borrowers and loans that qualify under these revised standards,
and we may face increased competition from lenders and loan purchasers with less rigorous standards. As a result,
our loan origination and purchase volumes may decline. A decline in our loan origination or purchase volumes would
decrease the volume of assets available to us for sale or securitization, which could adversely affect our resuits of
operations and financial cond|t|on :
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Risks Related to Interest Flates and Our Hedging Strategies

Changes in interest rates may harm our results of operar.-ons and equlry value

Our results of operations are likely to be harmed during any period of unexpected or rapid changes in interest rates: ,
Our primary interest rate exposures relate to our mortgage securities, mortgage loans, floating rate debt obligations, .
interest rate swaps, and interest rate caps Interest rate changes could adversely affect our results of operanons and
I|qu1d|ty in the foliowing ways: H

e a substanllal or sustained increase in interest rates could harm our ability to originate or acquire mortgage -
loans and mortgage securities in expected volumes, which could result in a decrease in our cash flow andin
our ability to’support our fixed overhead expenses; :

+ interest rate fluctuations may harm our earnings and access to capital as the spread between the interest
rates we pay on our borrowmgs and hedges and the interest rates we receive on our mortgage assets
narrows;

« if prevailing interest rates increase after we fund a Ioan the value that we receive upon the sale or
securitization of the loan decreases

« when we securitize Ioans the value of the residual and subordlnated securities we retain and the income we
receive from them are based primarity on LIBOR, and an increase in LIBOR increases our funding costs
which reduces the net income we receive from, and the value of, these securities; -

o

«  existing borrowers with adjustable-raté morigages or higher risk loan products may incur higher monthly
payments as the interest rate increases, and consequently may experience higher delinquency and default
rates, resulting in decreased earnings and decreased value of our mortgage securities;

+ . mortgage prepayment rates vary depending on such factors as mortgage interest rates and market
conditions, and changes in ant:cspated prepayment rates may harm our earnmgs and the value of our
morigage secuntles

In addition, interest rate changes may also impact our net book value as our mortgage securities and related hedge -
derivatives are marked to market each quarter. Our mortgage loans and debt obligaticns are not marked to market,
Generally, as interest rates increase, the value of our mortgage securities decrease which decreases the book value
of our equity. We intend to increase our investment in morlgage securmes which may ampllfy the impact of interest
rate changes on our book value.

Furthermore, shifts in the yield curve, which represents the market’s expectations of future interest rates, also affects
the yield required for the purchase of our mortgage securities and therefore their value. To the extent that there is an
unexpected change in the yield curve it could have an adverse effect on our mortgage securities portfolio and our -
financial posmon and operatlons
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Hedging against interest rate exposure may adversely affect our earnings, whrch could adversely affect cash
available for operatrons and for d’rstnbutron to our sharehotders

(] B ' o Loy Wt ; . L
There are |IITlI'[S on the ablllty of our hedging strategy to protect us completely against mterest rate risks. When
_ interest rates change, we expect the gain or loss on derivatives to be offset by a related but inverse change in the
value of the hedged items, génerally our liabilities. We cannot assure you, however, that our use of derlvatlves will -
offset the risks related to changes in interest rates.. We cannot assure you that our hedging sirategy andthe'. - i
derivatives that we use will adequaltely offset the risk of interest rate volatility or that our hedging transactions wnll not .
result in losses. We may enter into interest rate'cap or swap agreemenis ‘or pursue other interest rate hedging.
strategies. Our hedging activity will vary in scope based on interest rates, the type of mortgage assets held; other ~
changing market conditions and, so long as we remain a REIT, compliance with REIT requirements. Interest rate -
hedglng may fail to protect or could adversety atfect us because among other things: - - R T . v

. mterest rate hedgtng can be expenswe parttcularty during perlods ot nsmg and volatlle mterest rates

o’ hedglng mstruments mvolve risk because they often are not traded on regulated exchanges guaranteed by
~ an-exchange or its clearing house, or regulated by any U.S. or foreign governmental authorities; )
consequently, there are no requirements with respect to record keeping, financial respons:bltlty or - .
segregation of customer funds and positions, and the enforceabltlty of agreements. underlying derivative
transactions may depend on. compllance with appllcable statutory, commodlty and other regulatory
reqmrements e L ‘ ‘ ‘ . Lo

r

+ available interest rate hedging may not correspond directly with the interest rate nsk for which protectlon is
sought .

+ the duratlon of the hedge rnay not rnatch the duration of the related Ilablllty or asset

. . the credlt quallty of the party owmg money on the hedge may be downgraded to such an extent that it
impairs our ability to sell or assign our side.of the hedging transaction; -

"' s 'the party owing money in the hedging’ transactlon may default on its obhgatlon to pay. which'may result in
the loss of unrealized profits; and

¢ we may not be able to dispose of or close out a hedglng position without the consent of the hedgtng
counterparty, and we may not be able to enter into an offsetting contract in‘order to cover.our risks. ' “

Any hedging activity we engage in may adversely: atfect our earnings, which could adversely affect cash avatlable for
operations and for distribution.to our shareholders. Unanttctpated changes.in interest rates may result in poorer o
overall investment performance than it we had not engaged in any such hedglng transactlons .

Complying with REIT requrrements may Hmrr ow abrlrty to hedge effectively

We attempt to minimize exposure to mterest rate tluctuatlons by hedgtng The REIT provusuons of the Code limit our:«
ability to hedge mortgage assets and related borrowings by requiring us to limit our income in each year from any
qualified hedges, together with any other income not generated from qualitied real estate assels, to no more than
25% of our gross income. The interest rate hedges that we generally enter into will pot be counted as'a qualified

" asset for the purposes of satisfying this requirement. In addition, under the:.Code, we must limit our aggregate income
from non-qualified hedging transactions and from other non-qualifying sources to no more than,5% of our annual .
gross income. As a result, we may have to limit our use of advantageous hedging techniques. This could result in
greater risks associated with changes in interest rates than we woutd otherwise want to incur. In addition, if it is
ultimately determined that some of our interest rate hedging transactions are non-qualified under the Code; we may
have more than 5% of our annual gross income from non- qual:fued sources. if we violate the 5% or 25% limitations,
we may have to pay a penalty tax equal to the amount of income in excess of those limitations, multiplied by a -
fraction intended to refiect our profitability. In addition, if we fail to observe these limitations, we could lose our REIT
status unless our failure was due to reasconable cause and not due to willful neglect. -~ -~ T

1 . P T . . . "r.
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Risks Related to Credit Losses and Prepayment Rates
Loans made to nonconforming mortgage borrowers entail relati vely h!gher delinquency and default rates
which will result in higher loan losses. t

Lenders in the nonconforming morlgage‘banking industry make loans to borrowers who have impaired or limited .
credit histories, limited documentation of income and higher debt-to-income ratios than traditional mortgage lenders
allow. Mortgage loans made to nonconforming mortgage loan borrowers generally entail a relatively higher risk of -
delinquency and foreclosure than mortgage loans made to borrowers with better credit and, therefors, will result in.
higher levels of realized losses than conventional loans. Delinquency interrupts the flow of projected interest income
from a mortgage loan, and default can ultimately lead to a loss if the net realizable value of the real property securing
the mortgage locan is insufficient to cover the principal and interest due on the loan. Loans that become delinquent
prior to sale or securitization may become unsaleable or saleable only at a discount, and the longer we hold loans
prior to sale or securitization, the greater the chance we will bear all costs associated with the loans’ delinquency.
Also, our cost of financing and servicing a delinquent or defaulted loan is generally higher than for a performing loan.

We bear the risk of delinquency and defauit on loans beginning when we originate them. In whole loan sales, our risk
of delinquency and default typically only extends until the borrower makes the first payment but can extend up to the
third payment. When we securitize any of our loans, we continue to be exposed to delinguencies and losses, either
through our residual interests for securitizations structured as sales or through the loans that remain on our balance
sheet for securitizations structured as financings. We also re-acquire the risks of delinquency and default for loans
that we are obligated to repurchase. . .

We attempt to manage these risks with risk based mortgage loan pricing and appropriate underwriting criteria and
policies and loan collection methods. However, as with the broader nonconforming mortgage loan industry, we have
recently experienced an increase in borrower delinquencies and defaults, which has adversely affected our cash
flows, results of operations and financial condition. While we have taken steps to tighten our underwriting guidelines
and procedures, there can be no assurance that these steps will be effective. To the extent that we cannot
successfully address these issues, or the increase in delinquencies and defaults becomes more severe, our results of
operations and financial condition may be further adversely affected.

We face loss exposure due to fraudulent and negligent acts on the part of loan appHcants employees,
mortgage brokers and other third parties.

When we originate or purchase mortgage loans, we rely heavily upon information provided 10 us by third parties,
including information relating to the loan application, property appraisal, title information and employment and income
documentation. If any of this information is fraudulently or negligently misrepresented to us and such
misrepresentation is not detected by us prior to loan funding, the value of the loan may be significantly lower than we
expected. Whether a misrepresentation is made by the loan applicant, the loan broker, one of our employees, or any-
other third party, we generally bear the risk of loss associated with it. A loan subject to misrepresentation typically
cannot be scld and, if sold prior to our detectlon of the misrepresentation, generally must be repurchased by us. We
may not be able to recover Iosses incurred as a result of the misrepresentation.

As with the broader nonconforming mortgage loan industry, we have recently experienced an increase in exposure
due to fraud, which has resulted in an increase in our repurchase and indermnity obligations and has adversely
affected our cash flow, results of operations and financial condition. To the extent that we cannot successiully
address these issues or the increase in.fraud becomes more severe, our results of operations and financial condmon
may be further adversely affected.

Our rehance on cash-out refinancings as a significant source of our origination volume increases the rlsk
that our earnings will be harmed if the demand for thts type of refinancing declines. -

Approximately 65% of our loan production volume during the year ended December 31, 2006 consisted of cash-out -
refinancings. Our reliance on cash-out refinancings as a significant source of our origination volume increases the
risk that our earnings will be reduced if interest rates rise and the prices of homes decline, which would reduce the
demand and production volume for this type of refinancing. To the extent interest rates continue to rise, the number of
borrowers who would qualify or elect to pursue a cash-out refinancing could be reduced significantly, which will result
in a decline in that origination source. Similarly, a decrease in home prices would reduce the amount of equity
available to be borrowed against in cash-out refinancings and result in a decrease in our loan production volume from
that origination source. Therefore, our reliance on cash-out refinancings as a significant source of our origination
volume could harm our results of operations, financial condition and business prospects.
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Our efforts to manage credit risk may not be successful in limiting delinquencies and defaults in underlying
loans and, as a result, our results of operations may be affected.

There are many aspects of credit that we cannot control and our quality control and loss mitigation operations may
not be successful in limiting future delinquencies, defaults and losses. For example, the value of the homes
collateralizing residential loans may decline due to a variety of reasons beyond our control, such as weak economic .
conditions, natural disasters, over-leveraging of the borrower, and reduction in personal incomes. Interest-only loans,
negative amortization loans, adjustable-rate loans, reduced documentation loans, sub-prime loans, home equity lines
of credit and second lien loans may involve higher than expected delinquencies and defaults. Changes in.consumer
behavior, bankruptcy laws, and other laws may exacerbate loan losses.

Our comprehensive underwrmng process may not be effective in mitigating these risks and our risk of loss on the
underlying loans. Further, expanded loss mitigation.efforts in the event that defaults increase could increase our
operating costs. In response to increasing default rates recently experienced by us and the nonconforming mortgage
loan industry generally, we have enhanced our underwriting policies and procedures, which may decrease our ability
10 originate and purchase loans. To the extent that these efforts are ineffective to reduce the current level of loan
delinquencies and defaults or adversetly aﬁect our origination and purchase volumes, our results of operations may
be adversely affected. ‘
Mortgage insurers may in the future change their pricing or underwriting guidelines or may not pay claims
resulting in increased credit losses.

We use mortgage insurance to mitigate our risk of credit losses. Our decision to obtain mortgage insurance coverage
is dependant, in part, on pricing trends. Mortgage insurance coverage on our new mortgage loan production may not
be available at rates that we believe are economically viable for us or at all. We also face the risk that our mortgage
insurers might not have the financial ability to pay all claims presented by us or may deny a claim if the loan is not
properly serviced, has been improperly originated, is the subject of fraud, or for other reasons. Any of those events
could increase our credit losses and thus adversely affect our results of operatlons and financial condition.

Investments in diverse types of assets and businesses could expose us to new, different, or increased risks.

We have invested in and intend to invest in a variety of assets that are related to our current core business, including
loans, securities, and related derivatives. We may make investments in debt and equity securities issued by our own
and third party CDOs that own various types of assets. These CDOs may invest in manufactured housing loans, sub-
prime residential morigage loans, and other residential mortgage loans backed by lower-quality borrowers, in other
loans and receivables, in securities backed by the foregoing, and in credit default derivatives referencing these or
other securities. The higher credit and/or prepayment risks associated with these types of investments may increase
our exposure to losses. In addition, certain of these assets may be relatively new or unigue producls which may
increase contractual and liquidity risks.

The federal banking agencies’ final guidance on nontraditional mortgage products may impact our ability to
originate, buy, or sell certain nontraditional mortgage loans.

On October 4, 2006, the Office of the Comptroller of the Currency, the Board of Governors of the Federal Reserve
System, the Federal Deposit Insurance Corporation, the Office of Thrift Supervision, and the Nationa! Credit Union
Administration issued their final “Interagency Gujdance on Nontraditional Mortgage Product Risks” {the “Guidance” ).
Nontraditional morigage products are those which allow borrowers to defer payment of principal and sometimes
interest. They include what are commpnly referred to as “option ARM” loans and interest-only loans.

The Guidance addresses the portfolio risks and consumer protection issues that the federal agencies believe
investors and lenders face when making or investing in nontraditional mortgage loans. As a matter of portiolio risk
management, the Guidance warns applicable financial institutions that loan terms should be analyzed to ensure a
manageable risk level, utilizing sound underwriting standards including an evaluation of factors that may compound
the risk, such as reduced documentation programs and the use of second lien mortgages. The analysis of repayment
ability “should avoid over-reliance on credit scores as a substitute for income verification in the underwriting process”
and should include an analysis of the borrower’s ability to make the payment when it increases to include
amortization of the loan.
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As a matter of consumer protection, financial institutions subject to the Guidance, when promoting or describing
nontraditional mortgage products, are directed to ensure that they provide consumers with marketing materials and at
application with information that is designed to help them make informed decisions when selecling and using these
products. Lenders subject to the Guidance are instructed that the information they are to provide should apprise
consumers of the risk that the monthly payment amounts could increase in the future, and explain the possibility of
negative amortization.

While not directly applicable to us, the Guidance may affect our ability to make, buy or sell the nontraditional loans
covered by the Guidance. Further, the Guidance is instructive of the regulatory climate concerning those loans and
may be adopted in whole or part by other agencies that regulate us. The Guidance reports that the Conference of
State Bank Supervisors ("CSBS") and the State Financial Regulators Roundtable (“SFRR"™) are committed to
preparing & model guidance document for state regulators of non-depository institutions such as us, which would be
“similar in nature and scope” 10 the Guidance. It is also possible that the Guidance, or certain provisions within it,
may be adopted as laws or used as guidance by federal, state or local agencies and that those laws or guidance may
be applied to us.

It we are required (either by a regulatory agency or by third-party originators or investors) to make changes to our
business practices to comply with the Guidance, it might affect the business activities in which we may engage and
the profitability of those activities. Our business could be adversely affected if, as a result of the Guidance, investors
from which we purchase loans, or to whom we sell loans, change their business practices and policies relative to
noniraditional mortgage products. For example, if entities from which we purchase loans are required to change their
origination guidelines thereby affecting the volume, diversity, and guality of loans available for purchase by us, or it
purchasers of mortgage loans are required to make changes to the purchasing policies, then our loan volume, ability
to sell mortgage loans and profitability, could be adversely affected.

Our interest-only loans may have a higher risk of default than our fully-amortizing loans.

For the year ended December 31, 20086, originations of interest-only loans totaled $1.4 billion, or 13%, of our total
originations. These interest-only loans require the borrowers to make monthly payments only of accrued interest for
the first 24, 36 or 120 months foilowing origination. After such interest-only period, the borrower's monthly payment is
recalculated to cover both interest and principal so that the mortgage loan will amartize fully prior to its final payment
date. The interest-only feature may reduce the likelihood of prepayment during the interest-only period due to the
smaller monthly payments relative to a fully-amortizing mortgage loan. If the monthly payment increases, the related
borrower may not be able to pay the increased amount and may default or may refinance the related mortgage loan
to avoid the higher payment. Because no principal payments may be made on such morigage loans for an extended
period following origination, if the borrower ultimately defaults, the unpaid principal balance of the related loans would
be greater than otherwise would be the case for a fully-amortizing loan. As a result, the likelihood that we would incur
a loss on these loans will increase, especially in a declining real estate market.

Current loan performance data may not be indicative of future results.

When making capilal budgeting and other decisicns, we use projections, estimates and assumptions based on our
experience with morlgage loans. Actual results and the timing of certain events could differ materially in adverse
ways from those projected, due to factors including changes in general economic conditions, interest rates, mortgage
loan prepayment rates and in losses due to defaults on mortgage loans. These differences and fluctuations could rise
to levels that may adversely affect our profitability and financial condition.

Changes in prepayment rates of mortgage loans could adversely affect the return that we are able to achieve
on our assets.

The value of our assets may be affected by prepayment rates on our residential mortgage loans and other floating
rate assels. Prepayment rates are influenced by changes in current interest rates and a variety of economic,
geographic and other factors beyond our control, and consequently, such prepayment rates cannot be predicted with
certainty. In periods of declining mortgage interest rates, prepayments on loans generally increase. If general interest
rates decline as well, the proceeds of such prepayments received during such periods are likely to be reinvested by
us in assets yielding less than the yields on the assets that were prepaid. In addition, the market value of floating rate
assets may, because of the risk of prepayment, benefit less than fixed rate assets from declining interest rates.
Conversely, in periods of rising interest rates, prepayments on loans generally decrease, in which case we would not
have the prepayment proceeds available to invest in assets with higher yields. Under certain interest rate and
prepayment scenarios we may fail to recoup fully our cost of acquisition of certain investments. As a result of all of
these factors, changes in prepayment rates could adversely affect our return on our assets.
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Geographic concentration of mortgage loans we originate or purchase increases our exposure to risks in
those areas. :

Over-concentration of loans we originate or purchase in any one geographic area increasés our exposure to the
economic and natural hazard risks associated with that area. Declines in the residential real estate markets in which
we are concentrated may reduce the values of the properties collateralizing our mortgages which in turn may
increase the risk of delinquency, foreclosure, bankruptcy, or losses from those loans. To the extent that borrowers in
a geographic area in which we have made a significant number of loans become delinquent or otherwise default on
such loans, our financial condition and results of operations may be adversely affected. ‘

To the extent that we have a large number of loans in an area hit by a natural disaster, we may suffer losses.

Standard homeowner insurance policies generally do not provide coverage for natural disasters, such as hurricanes
and floods. Furthenmore, nonconforming borrowers are not likely to have special hazard insurance. To the extent that
borrowers do not have insurance coverage for natural disasters, they may not be able to repair the property or may -
stop paying their mortgages if the property is damaged. A natural disaster that results in a significant number of
delinquencies could cause increased foreclosures and decrease our ability to recover losses on properties atfected
by such disasters, and that in turn could harm our financial condition and results of operations.

A prolonged economic slowdown or a decline in the real estate market could harm our results of operations.

A substantial portion of our mortgage assels consist of single-family mortgage loans or mortgage securities
evidencing interests in single-family mortgage loans. Because we make a substantial number of ioans to credit-
impaired borrowers, the actual rates of delinguencies, foreclosures and losses on these loans tend to be higher
during economic slowdowns. Recently, we have experienced an increase in delinquencies and foreclosures. Any
sustained period of increased delinquencies or defaults or any sharp increase in the number of delinquencies and
defaults could harm our ability to sell loans, the prices we receive for our loans, the values of our mortgage loans held
for sale, our ability to finance loan originations and our residual interests in securitizations, which could harm our
financial condition and results of operations. In addition, any material decline in real estate values would weaken our
collateral loan-to-value ratios and increase the possibility of loss if a borrower defaults. In such event, we will be
subject 1o the risk of loss on such mortgage asset arising from borrower defaults to the extent not covered by third-
party credit enhancement. . ’ -

Risks Related to the Legal and Regulatory Environment in Which We Operate
Various legal proceedings could adversely affect our financial condition or results of operations.

In the course of our business, we are subiject 10 various legal proceedings and claims. See “ltem 3 — Legal
Proceedings.” The resolution of these legal matters or other legal matters could result in a material adverse impact on
our results of operaticns, financial condition and business prospects.

We are subject to the risk fhat provisions of our loan agreements may be unenforceable.

Our rights and obligations with respect to our loans are governed by written loan agreements and related
documentation. It is possible that a court could determine that one or more provisions of a loan agreement are
unenforceable, such as a loan prepayment prohibition or the provisions governing our security interest in the
underlying collateral. If this were to happen with respect to a material asset or group of assets, we could be required
to repurchase these loans and may not be able to sell or liquidate the loans, which could negatively affect our liquidity
and financial condition.

We are exposed to the risk of environmental liabilities with respect to properties to which we take title.

In the course of our business, we occasionally foreclose and take title to residential properties and as a result could
become subject to environmental liabilities associated with these properties. We may be held liable for property.
damage, personal injury, investigation, and cleanup costs incurred in connection with environmental contamination.
These costs could be substantial. if we ever become subject to significant environmental liabilities, our financial
condition and results of operations could be adversely affecled.
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- If we were required to comply with the Investment Company Act, we would be prevented from conducting our

Regulation as an investment company could harm our business; efforts to avoid regulation as an investment
company could limit our operations.

business as described in this document by, among other things, substantially limiting our ability to use leverage. The
investment Company Act does not regulate entities that are primarily engaged, direclly or indirectly, in a business
“other than that of investing, reinvesting, owning, holding or trading in securities,” or that are primarily engaged in the
business of “purchasing or otherwise acquiring mortgages and other liens on and interests in real estate.” Under the
Commission’s current interpretation, in order to qualify for the latter exemption we must maintain at least 55% of our
assets directly in “qualitying real estate interests” and at least an additional 25% of our assets in other real estate-
related assets or additional qualifying real estate interests. Mortgage-backed securities that do not represent all the
certificates issued with respect to an underlying pool of mortgages may be trealed as securities separate from the
underlying mortgage loans and thus may not qualify as a qualifying real estate interest for the purposes of the 55%
requirement. Therefore, to insure that we continue to quality for the exemption, we may be required to adopt less
efficient methods of financing certain of our mortgage assets, we may be required 1o sell certain mortgage securities
at disadvantageous terms, and we may be precluded from acquiring certain types of higher yielding mortgage assets.
If we fail to qualify for an applicable exemption from the Investment Company Act, we could not operate our business
efficiently under the regulatory scheme imposed by the Investment Company Act. Accordingly, we could be required
to restructure our activities which could materially adversely affect our financial condition and results of operations.

Our failure to comply with federal, state or local regulation of, or licensing requirements with respect to,
mortgage lending, loan servicing, broker compensation programs, or other aspects of our business coulid
harm our operations and profitability.

As a mortgage lender, loan servicer and broker, we are subject to an extensive body of both state and federal law.
The volume of new or modified laws and regulations has increased in recent years and, in addition, some individual
municipalities and cities have begun to enact laws that restrict loan origination and servicing activities. As a result, it
may be more difficult to comprehensively identify and accurately interpret all of these laws and regulations, to
properly program our technology systems and to effectively train our personnel with respect to all of these laws and
regulations, thereby potentially increasing our exposure to the risks of noncompliance with these laws and
regulations. Our failure to comply with these laws and regulations can fead to civil and criminal liability; loss of
licensure; damage to our reputation in the industry; inability to sell or securitize our loans; demands for
indemnification or loan repurchases from purchasers of our loans; fines and penalties and litigation, including class
action lawsuils; or administrative enforcement actions. Any of these results could harm our results of operations,
financial condition and business prospects.

New legislation could restrict our abilily to make, finance and sell mortgage loans, could increase our
compliance and origination costs, and could expose us to lawsuits and compliance actions, any of which
could harm our earnings and business prospects.

The regulatory environments in which we operate have an impact on the activities in which we may engage, how
these activities may be carried out, and the profitability of these activities. Theretore, changes to laws, regulations or
regulatory policies can affect whether and to what extent we are able to operate profitably.

Several stales, cities or other government entities are considering or have passed laws, regultations or ordinances
aimed at curbing lending practices perceived as predatory. The federal government is also considering legislative and
regulatory proposals in this regard. In general, these proposals involve lowering the existing thresholds for defining a
“high-cost” loan and establish enhanced protections and remedies for borrowers who receive such loans. For
example, certain of these new or proposed laws and regulations prohibit inclusion of some provisions in mortgage
loans that have mortgage rates or origination costs in excess of prescribed levels, and require that borrowers be
given certain disclosures or obtain advice, at the expense of the lender, prior to the consummation of such mortgage
loans. Passage of these laws and rules could reduce our loan origination and purchase volumes and could increase
our costs. The institutions that provide short-term financing to us generally refuse to finance any loan labeled as a
“high cost” loan under any local, state or federal law or regulation. In addition, many whole loan buyers may elect not
to purchase these loans, and rating agencies likewise may refuse to rate securities backed by such loans.
Accordingly, these laws and rules could severely restrict short-term financing and the secondary market for a
significant portion of our loan production. This would effectively preclude us from continuing to originate loans either
in junisdictions unacceptable to our ienders or the rating agencies or that exceed the newly defined thresholds, which
in either case could harm our results of operations and business prospects.
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We cannot provide any assurance that these proposed taws, rules and regulations; or other similar laws, rules or
regulations, will not be adopted in the future. Adoption of these laws and regulations could have a material adverse .
impact on our business by substantially increasing the costs of compliance with 4 variety of inconsistent federal, state
and local rules, or by restricting our ability to charge rates and fees adequate to compensate us for the risk Lo
associated with certain loans. Compliance with some of these restrictions requires lenders to make subjective
;udgments such as whether a loan will provide a “net tangible benefit” to the borrower. These restrictions impact the
way in-which a loan is underwritten and expose a lender to risks of litigation and regulatory sanction regardless of the
care with which a loan is underwritten. Our failure to comply with these laws Could subject us to monetary penalties.
and could result in the borrowers rescinding the loans, whether held by us or subsequent holders. The remedies for..
violations of these laws are not based solely on actual harm to the consumer and can result in damages and - -
penalties that.could extend not only to us, but to,our secured-warehouse lenders, institutional 1oan purchasers L
securitization trusts that hold our loans and other assignees, regardless of whethér such assignee knew of or,
participated in the viclation, which, in turn, could have an adverse affect on the avallablllty of flnancmg to us and our -
-access to securitization and other secondary markets. - ' B
Slmllarly, recently enacted and proposed local, state and federal privacy laws and taws prohibiting or limiting -
marketing by telephone, facsimile, email and the Internet may limit our abthty to market and our ablllty to access -
potential loan applicants. . . : . L
. - o it

We are subject to significant Iega.' and reputational risks and expenses | under federa! and state laws .
concernmg prrvacy, use, and security of customer information. . . .. T . .,
The scope ot busmess activity affected by “pnvacy" concerns-is likely to expand and will affect our non-prime
mortgage loan origination business. The federal Gramm-Leach-Bliley financial reform legislation imposes S|gn|f|cant
privacy obligations on us in connection with the collection, use and security of financial and other non-public
information provided to us by applicants and borrowers. We adopted a privacy policy and adopted controls and
procedures to comply with the law after it took-effect on July 1; 2001. Privacy-rules also require us to protect the .
security and integrity of the customer information.we use and hold -Although we have systems and procedures . -
designed to help us with these privacy requirements, we cannot' assure you that more restrictive laws and regulatlons
will not be adopted in the future, or that governmental bodies will not interpret existing laws or regulations in a more -
restrictive manner, making compliance more difficult or expensive. These reqmrements also increase the risk that we
may be subject to Ilabahty for nan-compliance. SR ) o
A number of states are conmdenng privacy amendments that may be more demandlng than federal law, and
California recently has enacted two statutes — the California Financial Information Privacy Act (also know as SB-1)

.. and the California Cnline Privacy Protection Act, both of which took effect on July 1, 2004. Under SB-1, a financial.
company must allow its customers to opt out of the sharing of their information with affiliates in separately regulated -

" lines of business and must receive a customer opt-in before confidential customer data may be shared with.
unaffiliated companies (subject to certain exceptions). A federal court rejected the effort of three financial trade
associations to prevent SB-1 from taking effect, and as of July 1, 2004, the California Department of Financial .
Institutions announced that it would require-immediate compliance with SB-1.-Under the new California Online :
Privacy Act, all operators of commercial websites and.online services that allow interaction with California consumers
feven if no transactions may be effected online) must post privacy policies meeting statutory requirements. The FTC,
which administers the federal privacy rules for mortgage lenders, has determined that privacy laws in several states
are not preempted by Gramm-Leach-Bliley, most recently new privacy laws enacted by Vermont and lllinois..In view
of the public concern with privacy, we cannot assure you that.additional rules that restrict or make more costly our -
activities and the activities of our vendors will not be adopted and will not restrict the marketlng of our products and
services to new customers . . .

Because Iaws ‘and rules concerning the use and protectlon of customer |nformat|on are contmumg to develop at the
federal and state levels, we expect-to incur increased costs in our effort 1o be-and remain in full compliance with these
requirements. Nevertheless, despite our efforts, wé will be subject to legal and reputational risks in connection with -
our colflection and use of customer information, and we cannot assure you that we will not be subject to lawsuits or-
compliance actions under such state or federal privacy requirements. Furthermore, to the extent that a variety of
inconsistent state privacy rules or requirements are enacted, our compliance costs could substantially increase.
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New regulatory actions affectmg the mortgage mdustry may increase our cosis and decrease our mortgage
acqu:smon

in addition to changes to legal requirements contained in statutes, regulations, case law, and other sources of law,
changes in the investigation or enforcement policies of federal and state regulatory agencies could impact the
activities in which we may engage, how the activities may be carried out, and the profitability of those activities.-
Several state and federal agencies have initiated regulatory enforcement proceedings against mortgage companies
for engaging in business practices that were not specifically or clearly proscribed by law, but which in the judgment of
the requlatory agencies were unfair or deceptive ta consumers. For example, state attorneys general and other state
officials representing various states entered into a settlement agreement with a large subprime mortgage company.
The subject company agreed to pay a substantial amount in restitution to consumers and reimbursement to the states
and also agreed to make changes to certain business practices, including the company’s underwriting criteria and
pricing policies. Many of the practices and policies are not specifically prohibited by any federal or state laws but were
alleged to be deceptive or unfair to consumers. The terms of this setilement agreement do neot apply directly to us;
however, federal and state reguiatory agencies and private parties might nevertheless expect mortgage companies,
including us, to make our business practices consistent with the provisions of the settlement agreement. If this
happens, it could impact the activities in which we may engage, how we carry out those activities, our acquisition
practices and our profitability. We might also be required to pay fines, make reimbursements, and make other
payments to third parties for our business practices. Additionally, if an administrative enforcement proceeding were to
result in us having to discontinue or alter certain business practices, then we might be placed at a competitive
disadvantage vis-a-vis competitors who are not required to make comparable changes to their business practices. -

Changes in Internal Revenue Service regulations regarding the timing of income recognition and/or
deductions could materially adversely affect the amount of our dtwdends.

On September 30, 2004, the IRS released Anncuncement 2004-75, which describes rules that may be included in
proposed IRS regulations regarding the timing of recognizing income and/or deductions attributable to interest-only -
securities. We believe the effect of these regulations, if adopted, may narrow the spread between book income and
taxable income on the interest-only securities we hold -and would thus reduce our taxable income during the initial
periods that we hold such securities. A significant portion-of our mortgage securities—available-for-sale consists of
interest-only securities. If regulations-are adopted by the IRS that reduces our taxable income in a particular year
during which we are a REIT, our dividend paid to common shareholders may be reduced for that year because, sc
long as we remain a REIT, the amount of our dividend on common stock is entirely dependent upon our taxable
income.

If we do not maintain our REIT status, we would be subject to tax as a regular corporation and would
otherwise operate as a regular corporation. We conduct a substantial portion of our business through our
taxable REIT subsrd:anes which creates addmonal compliance requrrements :

We must comply with numerous complex tests to continue to qualify as a REIT for federal income tax purposes
including the requirement that we distribute 80% of taxable income to our shareholders and the requirement that no
more than 5% of our annual gross income come from non-qualifying sources. So long as we remain a REIT, failure to
comply with these requirements may subject us to penalty taxes and may put our REIT status at risk. In the event
that we fail to maintain or elect to terminate our. REIT status, we would be taxed at the corporate level and would not
be required to pay out our taxable income in the form of dividends. For any year that we do not generate taxable
income, we are not required to declare and maintain dividends to maintain our REIT status.

We conduct a substantial portion of our business through taxable REIT subsidiaries, such as NovaStar Mortgage.
Despite our qualification as a REIT, our taxable REIT subsidiaries must pay federal income tax on their taxable
income. Our income from, and investments in, our taxable REIT subsidiaries do not constitute permissible income or
investments for some of the REIT qualification tests. We may be subject to a 100% penalty tax, or our taxable REIT
subsidiaries may be denied deductions, to the extent that our dealings W|th our taxable REIT subsidiaries are deemed
not'to be arm'’s length in nature. . .

Our cash balances and cash flows may become limited relative to our cash needs, which may ultimately
affect our REIT status or solvency.

We use cash for originating mortgage loans, to meet minimum REIT dividend distribution requirements, and for other
operating needs. Cash is also required to pay interest on our outstanding indebtedness and may be required to pay
down indebtedness in the event that the market values of the assets collateralizing our debt decline, the terms of
shont-term debt become less attractive or for other reasons. if our income as calculated for tax purposes significantly
exceeds our cash flows from operations, our minimum REIT dividend distribution requirements could exceed the
amount of our available cash. In the event that our liquidity needs exceed our access to liquidity, we may need to sell
assets at an inopportune time, thus adversely affecting our financial condition and results of operations. Furthermore,
in an adverse cash flow situation, our REIT status or our solvency could be threatened, .
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The tax imposed on REITs engaging in “prohibited transactions” will limit our ability to engage in
transactions, including certain methods of securitizing loans, which would be treated as sales for federal
income tax purposes. . I

A REIT’s net income from prohibited transactions is subject to a’100% tax. In general, prohibited transactions are
sales or other dispositions of property, other than foreclosure property but including any mortgage loans held in
inventory primarily for sale to customers in the ordinary course of business. We might be subject to this tax if we were
to sell a loan or securitize the loans in a manner that was treated as a sale of such inventory for federal income tax
purposes. Therefore, in arder to avoid the prohibited transaclions tax, we may choose not 1o engage in certain'sales
of loans other than through our taxable RE!T subsidiaries and may limit the structures we utilize for our securitization -
transactions even though such sales or structures might otherwise be beneficial for us. In addition, this prohibition
may limit our ability to restructure our portfolio of mortgage loans from time to time aven if we believe it would bein
our best interest to do so.

Even if we qualify as a REIT, the income earned by our taxable REIT subsidiaries will be subject to federal
income tax and we could be subject to an excise tax on non-arm’s-length transactions with our taxable REIT
subsidiaries.

Our taxable REIT subsidiaries, including NovaStar Morigage, expect to earn income from activities that are prohibited
for REITs, and will owe income taxas on the taxable income from these activities. For example, we expect that
NovaStar Mortgage will earn income from our loan origination and sales activities, as well as from other origination
and servicing functions, which would generally not be qualifying income for purposes of the gross income tests
applicable to REITs or might otherwise be subject to adverse tax liability if the income were generated by a REIT. Our
taxable REIT subsidiaries are taxable as C corporations and are subject to federal, state and local income tax at the
applicable corporate rates on their taxable income, notwithstanding our gualification as a REIT.

In the event that any transactions between us and any of our taxable REIT subsidiaries are not conducted on an
arm's-length basis, we could be subject to a 100% excise tax on certain amounts from such transactions. Any such
tax could affect our overall profitability and the amounts of cash available for operations or to make distributions.

We may, at some point in the future, borrow funds from one or more of our corporate subsidiaries. The IRS may
recharacterize the indebtedness as a dividend distribution to us by our subSIdlary *Any such recharacterization may
cause us to fail one or more of the REIT requirements.

We may be harmed by changes in 1ax laws appilicable to REITs or the reduced 15% tax rate on certain
corporate dividends may harm us. C
Changes to the laws and regulations affecting us, inctuding changes to securities laws and changes to the Code
applicable to the taxation of REITs may harm our business. New legistation may be enacted into law or new
interpretations, rulings or regulations could be adopted, any of which could harm us and our shareholders, potentially
with retroactive effect.

Generally, dividends paid by REITs are no eligible for the 15% U.S. federal income tax rate on certain corporate
dividends, with certain exceptions. The more favorable treatment of regular corporate dividends could cause
domestic non-corporate investors to consider stocks of other corporations that pay dividends as more attractive
relative to stocks of REITs.

We may be unable to comply with the requirements applicable to REITs or comphance with such
requirements could harm our financial condition.

The requirements to qualify as a REIT under the Code are highly technical and complex. We routinely rely on legal
opinions to support our tax positions. A technical or inadvertent failure to comply with the Code as a result of an
incorrect interpretation of the Code or otherwise could jeopardize our REIT status. The determination that we quality
as a REIT requires an analysis of varicus factual matters and circumstances that may not be totally within our control.
For example, to qualify as a REIT, at least 75% of our gross income must come from real estate sources and 95% of
our gross income must come from real estate sources and certain other sources that are itemized in the REIT tax
laws, mainly interest and dividends. We are subject to various limitations on our ownership of securities, including a
limitation that the value of our investment in taxable REIT subsidiaries, including NovaStar Mortgage, cannot exceed
20% of our total assets at the end of any calendar quarter. In addition, at the end of each calendar quarter, at least
75% of our assets must be qualifying real eslate assets, government securities and cash and cash items. The need
to comply with these asset ownership requirements may cause us to acquire other assets that are qualifying real
estate assels for purposes of the REIT requirements (for example, interests in other mortgage loan portfolios or
mortgage-related assets) but are not part of our overall business strategy and might not otherwise be the best
investment alternative for us. Moreover, we may be unable to acquire sufficient qualifying REIT assets, due to our
inability to obtain adequate financing or otherwise, in which case we may fail to qualify as a REIT or may incur a
penalty lax at the REIT level.
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Also, to qualify as a REIT, we must distribute to our shareholders with respect to each year at least 90% of our REIT
taxable income (determined without regard to the dividends paid deduction and by excluding any net capital gain).
After-tax earnings generated by our taxable REIT subsidiaries and not distributed to us are not subject to these
distribution requirements and may be retained by such subsidiaries to provide for future growth, subject to the
limitations imposed by REIT tax rules. To the extent that we satisfy the 90% distribution requirement, but distribute
less than 100% of our taxable income, we will be subject to federal corporate income tax on our undistributed taxable
income. In addition, we will be subject to a 4% nondeductible excise tax if the actual amount that we pay out to our
shareholders In a calendar year is less than a minimum amount specified under federal tax laws. We expect in some
years that we will be subject to the 4% excise tax. We could be required to borrow funds on a short-term basis even if
conditions are not favorable for borrowing, or to sell loans from our portfolio potentially at disadvantageous prices, to
meet the REIT distribution requirements and to avoid corporate income taxes. These alternatives could harm our
financial condition and could reduce amounts available to originate mortgage loans. '

If we fail to qualify or remain qualified as a REIT, our distributions will not be deductible by us, and we will be subject
to federal income tax on our taxable income. This would substantially reduce our earnings and our cash available to
make distributions. The resulting tax tiability, in the event of our failure to qualify as a REIT, might cause us to borrow
funds, liquidate some of our investments or take other steps that could negatively affect our operating results.
Moreover, if our REIT status is terminated because of our {ailure to meet a technical REIT requirement or if we
voluntarily revoke our election, we generally would be disqualified from electing treatment as a REIT for the four
taxable years following the year in which REIT status is lost.

We could lose our REIT status if more than 20% of the value of our total assets are represented by the
securities of one or more taxable REIT subsidiaries at the close of any calendar quarter.

To qualify as a REIT, not more than 20% of the value of our total assets may be represented by the securities of one
or more taxable REIT subsidiaries at the close of any calendar quarter, subject to a 30-day “cure” period following the
close of the quarter and, for taxable years beginning on or after January 1, 2005, subject to certain relief provisions
even after the 30-day cure period. Our taxable REIT subsidiaries, including NovaStar Mortgage, conduct a substantial
portion of our business activities, including a majority of our loan origination and servicing activities. If the IRS
determines that the value of our investment in our taxable REIT subsidiaries was more than 20% of the value of our
total assets at the close of any calendar guarter, we could lose our REIT status. In certain cases, we may need to
borrow from third parties to acquire additional qualifying REIT assets or increase the amount and frequency of
dividends from our taxable REIT subsidiaries in order to comply with the 20% of assets test.

Risks Related to Our Capital Stock

Investors in our common stock may experience losses, volatility and poor liquidity, and we may reduce or
delay payment of our dividends in a variety of circumstances.

Our eamings, cash flow, taxable income, GAAP income, book value and dividends can be volatile and difficult to
predict. Investors should not rely on past performance, predictions or management beliefs. Although we historically
paid a regular comman stock dividend, we may reduce or eliminate cur dividend payments in the future for a variety
of reasons. For example, to the extent that the historic difference between our taxable income and GAAP income is
reduced or reversed due to changes in the tax laws, our operating results or otherwise, our dividend could be
reduced or eliminated. Furthermore, if we failed, or chose not to satisfy the complex requirements necessary to
maintain our REIT status, our dividend may be reduced or eliminated because we would not be required to pay out
our taxable income in the form of dividends. We may not provide public warnings of such dividend reductions or
eliminations prior to their occurrence. Fluctuations in our current and prospective earnings, cash flow and dividends,
as well as many other factors such as perceptions, economic conditions, stock market conditions, and the like, can
affect the price of our common stock. Investors may experience volatile returns and material losses. In addition,
liguidity in'the trading of our common stock may be insufficient to allow investors to sell their stock in a timely manne
or al-a reasonable price. . :

We may not pay common stock dividends to stockholders.

So long as we maintain our status as a REIT, REIT provisions of the Code generally require that we annually
distribute to our stockholders at least 90% of all of our taxable income, exclusive of the application of any tax loss
carry forwards that may be used to offset current period taxable income. These provisions restrict our ability to retain
eamings and thereby generate capital from our operating activities. If in any year, however, we do not generate
taxable income, we are not required to declare and pay common stock dividends to maintain our REIT status. In
addition, we are currently evaluating and may decide at a future date to terminate our REIT status, which would
cause us to be taxed at corporate levels and to significantly reduce or eliminate regular dividends,
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F.'estnctrons on ownershrp of capital stock may mhrbrt market aclivity and the resultmg opportunrty for L

hotders of our caprtal stock fo receive a premrum for their secuntres .o .o
B A E E “ 5 N

In order for us to meet the reqmrements for-qualification as a FtEIT our charter generally prohlblts so Iong aswe. |,
remain a REIT, any person from acquiring or. holding,  directly or indirectly, (i) shares of our-common stock in excess .
of 9.8% (in value or number of shares, whichever is more-estrictive) of the aggregate outstanding shares-of gur .+
common stock or (i) shares of our capital stock in excess of 9.8% in value of the. aggregate outstanding shares of our .

. capital stock..These restrictions may inhibit market activity and the resultlng ‘opportunity for-the holders of our capital *
stock to receive a premlum for their stock that might otherwise exist |n the absence;of such restrictions.

The market price of our common stock and tradmg volume may be votatrte, which could result in substantral
losses far our shareholders. :
‘ . A . .
The market price of our cornmon stock can be hlghly volatlle and subject to. wrde fluctuatlons In addmon the trading
volume in our commen stock.may. fluctuateland cause significant price variations to occur. Some of the factors that
could negatively aﬂect our, share prlce or result in fluctuatlons in.the. pnce or tradmg volume .of our common; stock
include: . - - . - A . -
» general market and economic condltlons L . . . oy .
- » -actual or.anticipated changes in residential real estate value o B
e » actualor anticipated changes in the dellnquency and default rates on mortgage loans, in general and specmcally
' -on the:loans we originate or invest in through our mortgage securities-available for-sale :
- ‘actual’or antmpated changes i in’our future financial performance ) -
. actual-or antrcrpated changes in market interest rates; © ¢ Co- ’ .
actual or antrmpated changes in our access to capital;- I " AR ' '
actual or antrcrpated changes in.the amount of our, dividend of any delay in the payment of a dlwdend T
competltlve developments including announcéments by us or our competltors of new products or servrces B

»
L ]
»
>
L2
+ the opera'uons and stock performance of our competltors L .
L
.
L ]
-
[

Ve

developments in the morgage lending industry or the fmancual servrces sector generally. L ’ T
the impact of new state or federal legislation or adverse court decusmns :
_Mluctuations:in our. quarterly operatlng results; ! Co
“the actlvmes of investors who engage in short sales of Sur common stock
actual or anticipated changes in financial estimates by securities analysts;

s sales, orthe perception that sales-could occur, of a substantlal number of shares of our common stock by,

_insiders; - - - - KX
» additions or departures of senior management and key personnel and
. actlons by lnstltutlonal shareholders et

-

Our common stock may. becorne rthqmd if an actrve pubhc trading market cannot be sustamed which coutct
adversety affect the tradmg price and your, abrhty to transfer our comimon stock.

Our common stock s tradlng volume is relatlvely low cornparecl to the securltres of many other companles Ilsted on
the New York Stock Exchange. if an active public trading'market cannot be sustained, the trading price of our-
common stock could be adversely aflected and your ability to transfer your shares of our common stock may be
limited. S - T e .

= _4 *

We may rssue addrt.-onal shares that may cause drlutron and may depress the pnce of our common stock

I

7 Qur charter permlts our board of dlrectors wrthout shareholder approval 10: .
» > authorize the issuance of addltronal shares of common stock or preferred stock without shareholder approval, ,
mcludlng the issuance of shares of preferred stock that have: preference rights over the commoen stock with
respect to dividends, ‘liquidation, voting and other matters or shares of common stock that have preference rlghts
over our outstandlng common stock with respect to votlng and . v oo ) ’

T ' . ’

. cIassrfy or reclassﬁy any unlssued shares of common’ stock or preferred stock and to set the preferences rlghts E
«»vand other terms of the classnfled or reclassified shares . . K
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In the future, we expect to access the capital markets from time to time by making additional offerings of securities,
including debt instruments, preferred stock or common stock. Additional equity offerings by us may dilute your
interest in us or reduce the market price of our common stock, or both. Our outstanding shares of preferred stock
have, and any additional series of preferred stock may also have, a preference on distribution payments that could
limit our ability to make a distribution to common shareholders. Because our decision to issue securities in any future -
offering will depend on market conditions and other factors beyond our control, we cannot predict or estimate the’
amount, timing or nature of our future offerings Further, market conditions could require us to accept less favorable
terms for the issuance of our securities in the future. Thus, our common shareholders will bear the risk of our future
offerings reducing the market price of our common stock and diluting their mterest in us. ‘

Other Risks Related to our Business - ’ . ‘ T
Intense competition in our industry may harm our financial condition.

Qur loan origination business faces intense competition, primarily. from consumer finance companies, conventional.
mortgage bankers, commercial banks, credit unions, thrift institutions, and other independent wholesale mortgage’
lenders, including internet-based lending companies and other mortgage REITs. Competitors with lower costs of
capital have a competitive advantage over us. In addition, establishing a mortgage lending operation such as ours
requires a relatively small commitment of capitat and human resources, which permits new competitors to enter our
markets quickly and to effectively compete with us. Furthermore, national banks, thrifts and their operating
subsidiaries are generally exempt from complying with many of the staté and local laws that affect our operations,
such as the prohibition on prepayment penalties. Thus, they may be able to provide more competitive pricing and
terms than we can offer. Any increase in the competition among lenders to originate nonconforming mortgage loans
may result in either reduced income on mortgage loans compared to present fevels, or revised underwriting
standards permitting higher loan-to-value ratios on properties securing nonconforming mortgage loans, either. of
which coutd adversely affect our results of operations, financial condition or business prospects. In addition, the
government-sponscred entities, Fannie Mae and Freddie Mac, may also expand their participation in the subprime
mortgage industry. To the extent they materially expand their purchase of subprime loans, our ability to profitably
originate and purchase mortgage loans may be adversely affected because their size and cost-of-funds advantage
allows them to purchase loans with lower rates or fees than we are Willing to oﬁer.

if we are unable to maintain and expand our nelwork of independent brokers, our Ioan origination busmess
will decrease.

A significant majority of our originations of mortgage loans comes from independent brokers. For the year ended
December 31, 20086, 86% of our loan originations were criginated through our broker network. Our brokers are not
contractually obligated to do business with us. Further, our competitors also have refationships with our brokers and
actively compete with us in our efforts to expand our broker networks. Cur failure to maintain existing relationships or
expand our broker networks could S|gn|f|camly harm our busmess financial condition, liquidity and results of
operations. ‘

Our reported GAAP financial results differ from the taxable income results that drive our common stock
dividend distributions, and our consolidated balance sheet, income statement, and statement of cash ﬂows
as reported for GAAP purposes may be difficult to interpret. .

We manage our busmess based on long-term opportunities to earn cash fI0ws Qur common stock dividend
distributions are driven by the REIT tax laws and our taxable income as calculated pursuant to the Code. Our
reported results for GAAP purposes differ materially, however, from both our cash flows and our taxable income. We
transfer mortgage loans or mortgage securities into securitization trusts to obtain long-term non-recourse funding for
these assets. When we surrender control over the transferred mortgage loans or mortgage securities, the transaction
is accounted for as a sale. When we retain control over the transferred mortgage loans or mortgage securities, the
transaction is accounted for as a secured borrowing. These securitization transactions do not differ materially in their
structure or cash flow generation characteristics, yet under GAAP accounting these transactions are recorded
differently. In a securitization transaction accounted for as a sale, we record a gain or loss on the assets transferred
in our income statement and we record the retained interests at fair value on our balance sheet. In a securitization
transaction accounted for as a secured borrowing, we consolidate all the assets and liabilities of the trust on our
financial statements (and thus do not show the retained interest we own as an asset). As a resuft of this and other
accounting issues, shareholders and analysts must undertake a complex analysis to-understand our economic cash
fiows, actual financial leverage, and dividend distribution requirements. This complexity may cause trading in our
stock to be relatively illiguid or may lead observers to misinterpret our results.
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Market values for our mortgage assets and hedges can be volatile. For GAAP purposes, we mark-to-market our.non-
hedging derivative instruments.through our GAAP consolidated income statement and we mark-to-market our -
mortgage securities—available-for-sale through our GAAP consolidated balance sheet through other comprehensive
income unless the mortgage securities are in an unrealized loss position which has been deemed as an other-than-
temporary impairment. An other-than-temporary impairment is recorded through the income statement in the period
incurred. Additionally, we do not mark-to-market our loans held for sale as they are carried at lower of cost or market,
as such, any change in market value would not be recorded through'cur income statement until the related loans are
sold. If we sell an asset that has not been marked-to-market through our income statement at a reduced market price
relative to its basis, our reported earnings will be reduced. A decrease in market value of our mortgage assets may or
may not result.in deterioration in future cash flows. As a result, changes in our. GAAP consolidated income statement
and balance sheet due to market value adjustments should be interpreted with care;

If we an‘empr to make any acqu:siﬂans, we wiﬂ incur a variety of costs and may never reahze the anticipated
benefits.

In the past we have acquired businesses thal we believe are a strategic fit with our business and expect to pursue
additional acquisition opportunities in the future. The process of negotiating the acquisition and integrating an
acquired business may result in operating difficulties and expenditures and may require significant management
attention that would otherwise be available for ongoing development of our business. Moreover, we may never
realize the anticipated benefits of any acquisitions. Future acquisitions could result in potentially dilutive issuances of
equity securities, the incurrence of debt, contingent liabilities and/or amortization expenses related to goodwill and
other mtanglble asseis WhICh could harm our results of operatlons flnanmal condition and business prospects. - -

The mabml‘y to al‘tract and refam quahf:ed employees couid s.rgmf:cantly harm our busmess.
We depend on the d:llgence skill and experience of our top executlves mcludmg our chief executive officer, our
president and chief operating officer, and our chief investment officer. To the extent that one or more of our top
executives are no longer employed by us, our operations and business prospects may be adversely affected. We
also depend on our employees who structure our securitizations and who manage our portfolio of mortgage
gecurities. To the extent that we lose the services of these employees, our ability to'manage our pertfolio business
and our profitability will be adversely affected. Further, we rely on our wholesale account executives and retail loan -
officers to attract borrowers by, among other things, developing relationships with financial-institutions, other
mortgage companies and brokers, real estate agents, borrowers and others. The market for skilled account
executives and loan officers is highly competitive and historically has experienced a high rate of turnover. :
Competition for qualified account executives and loan officers may lead to increased hiring and retention costs. If we
are unable to-attract or retain a sufficient number of skilled account executives at manageable costs, we will be
unable to continue to originate quality mortgage loans that we ‘are able to sell for a profit, which would harm our
results of operanons funancual condition and busmess prospects
The success and growth of our business will depend upon our abmty to adapt to and 1mp.'emem ‘
‘ technological changes

. . Ie
Our mortgage Ioan onglnatlon business is currenlly dependent upon our ablllty to eﬁectlvely lnterface with our
brokers, borrowers and other third parties and to efficiently process loan applications and closings. The origination
process is becoming more dependent upon technological advancement, such as the ablllty to process applications
over the Internet, accept electronic signatures and provide process status updates instantly and other customer-
expected conveniences that are cost-efficient to our process. Becoming proficient with new technology will require
significant financial and personnel resources. If we become reliant on any particular technology or technological
solution, we may be harmed to the extent that such technology or technological solution (i) becomes non-compliant
with existing industry standards, (i} fails to meet or exceed the capabilities of our competitors’ equivalent
technologies or technological solutions, (i) becomes increasingly expensive to service, retain and update, or (iv)
becomes subject to third-party claims of copyright or patent infringement. Any failure to acquire technologies or
technological solutions when.necessary could limit our ability to remain competitive in our industry and could also limit
our ability to increase the cost-efficiencies of our operating mode!, which would harm our results of operations,
financial condition and business prospects.
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Our business could be adversely affected if we experienced an interruption in or breach of our
communication or information sysrems or if we were unable to safeguard the security and privacy of the
personal financial information we receive. :

We rely heavily upon communications and information systems to conduct our business. Any material interruption, or
breach in security, of our communication or information systems or the third-party systems on which we rely could
cause underwriting or other delays and could result in fewer loan applications being received, slower processing of
applications and reduced efficiency in loan servicing. Additionally, in connection with our loan file due diligence
reviews, we have access to the personal financial information of the borrowers which is highly sensitive and
confidential, and subject to significant federal and state regulation. If a third party were to misappropriate this
information or if we inadvertently disclosed this information, we potentially could be subject to both private and public
legal actions. Our policies and safeguards may not be sufficient to prevent the misappropriation or inadvertent
disclosure of confidential information, may become noncompliant with existing federal or state laws or regulations
governing privacy, or with those taws or regulations that may be adopted in the future.

We may enter into certain transactions af the REIT in the future that incur excess inclusion income that will
increase the tax liability of cur shareholders.

When we incur excess inclusion income at the REIT, it will be allocated among our shareholders. A shareholder's
share of excess inclusion income (i) would not be allowed to be offset by any net operating fosses otherwise available
to the shareholder, (ii} would be subject to tax as unrelated business taxable income in the hands of most types of
shareholders that are otherwise generally exempt from federal income tax, and (iii) would resuli in the application of
U.S. federal income tax withholding at the maximum rate (i.e., 30%), without reduction for any otherwise applicable
income tax treaty, to the extent allocable to.most types of foreign shareholders. How such income is 1o be reported to
shareholders is not clear under current taw. Tax-exempt investors, foreign investors, and taxpayers with net operating
losses should carefully consider the tax consequences of having excess inclusion income allocated to them and are
urged to consult their tax advisors. .

Excess inclusion income would be generated if we issue debt obligations with two or more maturities and the terms of
the payments on these obligations bear a relationship 1o the payments that we received on our mortgage loans or
morigage-backed securities securing those debt obligations. The structure of this type of CMO securitization
generally gives rise to excess inclusion income. It is reasonably likely that we will struciure some future CMO

- securitizations in this manner. Excess inclusion income could also result if we were to hold a residual interest in a

REMIC. The amounts of excess inclusion income in any given year from these transactions could be significant.

Some provisions of our charter, bylaws and Maryiand law may deler takeover aftempts, which may limit the
opportunity of our shareholiders to sell their common stock at favorable prices.

Certain provisions of our charter, bylaws and Maryland law could discourage, delay or prevent transactions that
involve an actual or threatened change in control, and may make it mare difficult for a-third party to acquire us, even if
doing so may be beneficial to our shareholders by providing them with the opportunity to sell their shares possibly at
a premium over the then market price. For example, our board of directors is divided into three classes with three
year staggered terms of office. This makes it more difficult for a third party to gain contro! of our board because a
majority of directors cannot be elected at a single meeting. Further, under our charter, generally a director may only
be removed for cause and only by the affirmative vote of the holders of at least a majority of all classes of shares
entitled to vote in the election for directors together as a single class. Our bylaws make it difficult for any person other
than management to introduce business at a duly called meeting requiring such other person to follow certain
advance notice procedures. Finally, Maryland law provides protection for Maryland corporations against unsolicited
takeover situations. These provisions, as well as others, could discourage potential acquisition proposals, or delay or
prevent a change in control and prevent changes in our management, even if such actions would be in the best -
interests of our shareholders. - -\ .
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Strategies undertaken to comply with REIT requirements under the Code may create volatility in future
reported GAAP earnings.

Certain of the residual securities that historically have been held at the REIT generate interest income based on cash
flows received from excess interest spread, prepayment penalties and derivatives {i.e., interest rate swap and cap
contracts). The cash flows received from the derivatives do not represent qualified income for the REIT income tests..
requirements of the Code. The Code limits the amount of income from derivative income together with any income
not generated from quallfled REIT assets to no more than 25% of our gross income. In addition, under the Code, we ,
must limit our aggregate income from derivatives {that are non-qualified tax hedges) and from other non-qualifying
sources to no more than 5% of our annual gross income. Because of the magnitude of the derivative income .
projected for 2006 it was highly likely that we would not satisfy the REIT income tests. In order to resolve this REIT
qualification issue, we isolated cash flows received from certain residual securities and created a separate security
(the “CT Bonds™). We then contributed the CT Bonds from the REIT to our taxable REIT subsidiary. This transaction
may add volatility to future reported GAAP earnings because both the interest only residual bonds (/O Bonds™) and
CT Bonds will be evaluated separately for impairment. Historically, the CT Bonds have acted as an economic hedge
for the 1O Bonds that are retained at the REIT, thus mitigating the impairment risk to the 10 Bonds in a rising interest
rate environment, As a result of transferring the CT Bonds ta the TRS, the 10 and CT Bonds will be valued separately
crealing the risk of earnings volatility resulting from other-than-lemporary impairment charges. For example, in a
rising rate environment, the 1O bond will generally decrease in value while the.CT Bond will increase in value. If the -
decrease in value of the 10 Bond is deemed to be other than temporary in nature, we would record an impairment
charge through the income statement for such decrease. At the same time, any increase in value of the CT Bond
would be recorded in accumulated other comprehenswe income. .

item 1B. Unresolved Statf Comments
None
Item 2. Properties

Our executlve administrative and loan servicing offices are located in Kansas City, Missouri, and consist of
approxlmately 200,000 square feet of leased office space. The lease agreements on the premises explre in January
2011. The current annual rent for these offices is approximately $4.2 mlllton

We lease office space for our mortgage lending operations in Lake Forest California; Independence, Ohio; Richfield,
Ohio; Troy, Michigan, Salt Lake City, Utah, Carmel, Indiana and Columbia, Maryland. Currently, these offices consist
of approximately 316,444 square feet. The leases on the premises expire from December 2009 through May 2013, .
and the current annual rent is approximately $5.5 miflion. In addition the mortgage lending operations have morgage
production offices located in various states with premises lease terms expiring in a range of two months up to 3.5
years.

Item 3. Legal Proceedings

Since April 2004, a number of substantially similar class action lawsuits have been filed and consolidated into a single
action in the Untied States District Court for the Western District of Missouri. The consolidated complaint names us .
and three of our executive officers as defendants and generally alleges that the defendants made public statements
that were misleading for failing to disclose certain regulatory and licensing matters. The plaintiffs purport to have
brought this consolidated action on behalf of all persons who purchased our common stock (and sellers of put options
on our common stock} during the period October 29, 2003 through April 8, 2004, On January 14, 2005, we filed a
motion 1o dismiss this action, and on May 12, 2005, the court denied such motion. On February 8, 2007, the court
certified the case as a class action, and on February 20, 2007, we filed a motion o reconsider with the court. We
believe that these claims are without merit and continue to vigorously defend against them.

In the wake of the securities class action, we have also been named as a nominal defendant in several derivative
actions brought against certain of our officers and directors in Missouri and Maryland. The complaints in these actions
generally claim that the defendants are liable to us for failing to monitor corporate affairs so as to ensure compliance
with applicable state licensing and regulatory requirements. e
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In April 2005, three putative class actions filed against NHMI and certain of its affiliates were consolidated tor pre-trial
proceedings in the United States District Court for the Southern District of Geergia entitled In Re NovaStar Home
Morigage, Inc. Mortgage Lending Practices Litigation. These cases contend that NHMI improperly shared settlement
service fees with limited liability companies in which NHMI had an interest (the “LLCs"), in violation of the fee splitting
and anti-referral provisions of the federal Real Estate Settlement Procedures Act (“RESPA"), and also allege certain
violations of state law and civil conspiracy. Plaintiffs seek treble damages with respect to the RESPA claims,
disgorgement of fees with respect to the state law claims as wel! as other damages, injunctive relief, and atiorneys’
fees. In addition, two other related class actions have been filed in state courts. Miller v. NovaStar Financial, Inc., et
al., was filed in October 2004 in the Circuit Court of Madison County, lllinois and Jones et al. v. NovaStar Home
Mortgage, Inc., et al., was filed in December 2004 in the Circuit Court for Baltimore City, Maryland. In the Miller case,
plaintiffs allege a violation of the lilinois Consumer Fraud and Deceptive Practices Act and civil conspiracy and
contend certain LLCs provided settlement services without the borrower’s knowledge. The plaintiffs in the Miller case
seek a disgorgement of fees, other damages, injunctive relief and attorney's fees on behalf of the class of plaintiffs.

In the Jones case, the plaintiffs allege the LLCs violated the Maryland Mortgage Lender Law by acting as lenders
and/or brokers in Maryland without proper licenses and contend this arrangement amounted to a civil conspiracy.
The plaintiffs in the Jones case seek a disgorgement of fees and attorney’s fees. In January 2007, all of the plaintiffs
and NHMI agreed upon a nationwide settlement. Since not all class members will elect to be part of the settlement,
we estimated the probable obligation related to the settlement to be in a range of $3.9 million to $4.7 millien. In
accordance with SFAS No. 5, “Accounting for Contingencies”, we recorded a charge to eamings of $3.9 million in
December of 2006. This amount is included in “Accounts payable and other liabilities™ on our consolidated balance
sheet and included in "Professional and outside services” on our consolidated statement of income.

in December 2005, a putative class action was filed against NMI in the United States District Court for the Western
District of Washington entitled Pierce et al. v. NovaStar Mortgage, Inc. Plaintiffs contend that NM! failed to disclose
prior to closing that a broker payment would be made on their loans, which was an unfair and deceptive practice in
violation of the Washington Consumer Protection Act. Plaintiffs seek excess interest charged, and treble damages as
provided in the Washington Consumer Protection Act and attorney's fees. On October 31, 20086, the district court
granted plaintiffs’ motion to certify a Washington state class. NMI sought to appeal the grant of class certification;
however, a panel of the.Ninth Circuit Court of Appeals denied the request for intertocutory appeal so review of the
class certification order-must wait until after a final judgment is entered, if necessary. The case is set for trial on April
23, 2007. NMI believes that it has valid defenses to plaintiffs’ claims and it intends to vigorously defend against them.

In December 2005, a putative class action was filed against NHMI in the United States District Court for the Middte
District of Louisiana entitled Pearson v. NovaStar Home Mortgage, Inc. Plaintiff contends that NHM| violated the
federal Fair Credit Reporting Act (*FCRA”") in'connection with its use of pre-approved offers of credit. Plaintiff seeks
{on his own behaif, as well as for others similarly situated) statutory damages, other nominal damages, punitive
damages and attorney's fees and costs. In January 2007, the named plaintiff and NHMI agreed to settle the lawsuit
for a nominal amount.

in February, 2007, two putative class actions were filed in the Untied States District Court for the Western District of
Missouri. The complaints name us and three of our executive officers as defendants and generally allege, among
other things, that the defendants made materially false and misleading statements regarding our business and
financial results. The plaintiffs purport to have brought the actions on behalf of all persons who purchased or
otherwise acquired our common stock during the period May 4, 2006 through February 20, 2007. We believe that
these claims are without merit and will vigorously defend against them.

In addition to those matters listed above, we are currently a party to various other legal proceedings and claims,
including, but not limited to, breach of contract claims, class action or individual claims for violations of the RESPA,
FLSA, federal and state laws prohibiting employment discrimination, federal and state laws prohibiting discrimination
in lending and federal and state licensing and consumer protection laws.

While management, including internal counsel, currently believes that the ultimate outcome of all these proceedings
and claims will not have a material adverse effect on our financial condition or results of operations, litigation is
subject to inherent uncertainties. If an unfavorable ruling were to occur, there emsts the possmlllty of a material
adverse impact on our financial condition and results of operations.

item 4. Submission of Matters to a Vote of Security Holders

None
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PART il . - «

Item 5. Market for Registrant’'s Common Equity, Related Stockholder Matters and Issuer.
Purchases of Eqwty Securities

Market Price of and Dividends on the Registrant’s Common Equity and Related Stockholder Matters. Our
cormmon stock is traded on the NYSE under the symbol “NFI”, The following table sets forth, for the periods indicated,
the high and low sales prices per share of common stock on the NYSE and the cash dividends paid or payable per
share of common stock.

Dividends
- o Amount Per
High Low Date Declared . Date Paid Share .
2005 | e
FirstQuarter -~ . $ 4815 $ 3240 505 527105 % 140
Second Quarter ~ 3998 34.50 7/29/05 J8/ees 1140
LT hird ( Quaner N 42,19 3220 9/15/05 o205 4 ;4‘,0
Fourth Quarter 33.01 26.20 12/14/05 1/13/06 . . 1.40
2006 ) ) ) —_— o
FirstQuarter 3380 $_2570 _ _ __ ___ 54/06_. ___ _ 526/06. $ 140
Second Quarter .. 3763 2908 . 830s _ g/gios 140
Third Quarter 35.60 28.25 __9/11/06 11/30/06 140
Fourth Quarter 32.81 26.32 9/11/06 12/29/06 1.40

As of February 23, 2007, we had approximately 2,243 shareholders of record of our common stock, including hoiders
who are nominees for an undetermined number of beneficial owners based upon a review of the securities posmon
listing provided by our transfer agent. ;

As long as we remain a REIT, we intend to make distributions to shareholders of all or substantially al! of taxable
income in each year, subject to certain adjustments, so as to qualify for the tax benefits accorded to a REIT under the
Code. All distributions will be made at the discretion of the Board of Directors and will depend on earnings, financial
condition, maintenance of REIT status, cost of equity, investment opportunities and other factors as the Board of
Directors may deem relevant. Our estimate of 2006 taxable income already distributed to shareholders in the form of
dividends is $17 million which includes $1.7 million of preterred dividends paid on January 2, 2007. During 2007, we
expect to payout all of our remaining 2006 taxable income, which we currently estimate to be approximately .
%170 million, in the form of dividends. During the period 2007 through 2011, we expect to recognize little, if any,
taxable income as tax losses are realized on our current outstanding securitizations because of the reversal in timing
ditferences between the recognition of GAAP income and taxable income. Further, we do not expect that our recent
and future securitizations will result in significant taxable income in the early years due to steps we have taken over
the last two years 1o structure our securitizations to minimize the difference between tax and GAAP income. This
combination of our older securitizations maturing and the structuring of our recent and future securitizations will result
in minimal taxable income over the next several years. This reduction in taxable income will correspondingly result in
little, if any, common stock dividend distributions for those respective years, regardless of whether we remain a REIT.
Ses “Industry Overview and Known Material Trends and Uncertainties” for further discussion regarding future
uncertainties surrounding our taxablte income.

Recent Sales of Unregistered Securities.

None
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Purchase of Equity Securities by the Issuer.

Issuer Purchases of Equity Securities
{dollars in thousands)

Total Number of Approximate
Shares Dollar Value of
Purchased as Shares that May
Part of Publiciy Yet Be
Total Number of Announced Purchased
Shares Average Price Plans or Under the Plans
Purchased  Paid per Share Programs ___ or Programs (A)

- S — - - - - PR .. - -

October1 2006 - Qctober 31,2006 =~ T — T — . = - $1,020
November 1, 2006 - November 30 2006 === 20
December 1, 2006 — December 31,2006 - = — — — 21,020 ]

(A) A current report on Form B8-K was filed on October.2, 2000 announcing that the Board of Directors authorized the Company to
repurchase its common shares, bringing the total authorization to $9 million.

Item 6. Selected Financial Data

The following selected consolidated financial data is derived from our audited consolidated financial statements for
the periods presented and should be read in conjunction with the more detailed information therein and
“Management's Discussion and Analysis of Financial Condition and Results of Operationg” included elsewhere in this
annual report. Operating results are not necessarily indicative of future performance.

Selected Consolidated Financial and Other Data
(dollars in thousands, except per share amounts)

For the Year Ended December 31,
2006 2005(A) 2004(A) 2003(A) 2002(A)

Consolidated Statement of Operations Data:

Interestincome T T$.4948% § 320727 $ 230,845 $ 171,468 $ 108,227
Interest expense o e _2_3_5,3(3_1_7*_“89.?55*_ _.52482 40364 = 27,728
Net interest income before credn (tosses) ‘
' recoveries L . .259,559 239,972 178,363 131,104 80,499
Credit (losses) recoveries = __ (30,131)  (1,038)  (726) _ 389 432
Galns on sales of mongage assets ,M.M.-w.,....‘ﬂ J49 - 65,148 . 144,95C _ 144,005 53,303
Gains (Iosses) on derivative mstruments _ 11,998 18,155 (8,905) (30,837} _ (36,841)
Impalrment on mortgage securities — available for !
_sale o (30,690)__ (17,619) _(15,902) —_ —
General and_ admlnlstratlve expenses 200281 184,630 _ 168,260 _ 143 512 65 754
Income from continuing operations . _ _ 77205 150,827 138,942 _ 111,946 48, 212
(Loss) gain from discontinued operations, net of : _
_incometax .. _f(a267)  (11,703) _ (23553) ~_ 50 _ 549
Net income avallabte to comrnon shareholders . 66285 132,471 . _109,324 _ 111,996 _ _ 48,761

Basic income per share: .
Income from continuing operatlons available to

' common shareholders ~ _ % 207 $ 486 $ 524 8 504 '$ 232
(Loss) gain from dlscontlnued operatlons net of

income tax L (0.13) {(0.40) (0.93) — 0.03
Net income avallable to common shareholders . 3 1.94 $ 446 %3 431 § 504 8 2,35

Diluted income per share: o o B e
Income from continuing operatlons available to

' common shareholders % 204 % _ 481 8% 515 % 491 § 2@;3
(Loss) gain from discontinued operauons net of

income tax L {0.12) {0.39) {0.91) — 0.02
Net income avallab1e to common sharehoiders % 182 $ 442 $ 424 & 491 % 225
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. As of December 31,
Consolidated Balance Sheet Data: . - 2006 2005 2004 2003 _ 2002

Mortgage Assets: e
Mortgage Ic Ioans held for—sa!e e $1 741,819 $1,291,556 $§ 747,594 § 697,992 § 983, 633
Morigage loans —held-in-portfolio 2,116,535 28840 59527 94,717 149, 876

| Mortgage securities = avaitable-for-sale . ___ . _ 349,312 _ 505645 _ 489,175 _ 382,287 _ 178879
Mortgage securities - trading __~__* . -329361 43738 143183 ~  -— =

[Totalassets . " 50089263 2335734 1,861,311 1,399,957 1,452,497

Borrowings e e A312258 1,819,812 1,285,422 1,005,51Gw_L,g_Z_.‘.j.21‘2_8r

[Shareholders’ equity *__ .. .514570 " 584,220 426,344 _ 300224 - 183257

. For the Year Ended December 31,
Other Data: 2006 2005 2004 2003 2002

Nonconforrmng loans originated or purchased
bprncipal . . 2811,224.088 § 9,283,138 $ 8:424,361__$5,250978,_$2,492,767,
Loans secmmzed principal " - $ 8625318 _$__'L§_2_1.0§Q _§ 8329804 %5 5 319,435 _ $1,560,001
Nonconformmg Ioans sold, pnnmpat o _._._ % 27248,633_-% 1,138,098 § —_ % 151,210 _$-142,159
Loan servicing portfolio, prlnmpal . ___$16,659,784 §14,030,697 $12,151,196 $7,206,113 $3,657,640
'‘Ahnualized refumonassets _~ _  198%  _663%___ __ 708%__ _ 785% 4_9532
Annualized retumn on equity - . 1352% 28.09% 3 76% 45-33."@_ _31.13%
. Taxable net income available to common : - 3 "~ . - L _!
I_shareholders ®e o ._% 180627 § 270,432 $ 250, 555 $ 137.§5]ﬁ$ .. 49,511
Taxable net income per common share (B}{C)$ 485 § - 840 § .  9.04 s 564 § 236
Dividends declared per commonshare (C)__.§_ 560 $ _ 560 % . 675 $_ - 504 § __ 215
Dividends declared per preferred share ~ § 223 § 223 % 2% % - % —

{A) Reclassified to conform to current year presentation in accordance with SF—'AS No, 144, Accounting for the Impairment or
Disposal of Long-Lived Assets, as described in Note 15 to the consolidated financial statements.

(B) Taxable income for years prior to 2006 are actual while 2006 taxable income is an estimate. For a recongiliation of taxable
income to GAAP income see “income Taxes” included in *“Management's Discussion and Analysis of Financial Condition and
Results of Operations.”  The common shares outstanding as of the end of each period presented are used in calculatmg the
taxable income per common share. - L

(C) On January 29, 2003, a $0.165 special dividend related to 2002 taxable income was declared per common share. On
December 22, 2004, a $1.25 special dividend related to 2004 taxable income was declared per common share.
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Item 7. Management'’s Discussion and Analysis of Financial Condition and Results of Operations

The fo;flowing discussion should be read in conjunction with the consolidated financial stafements of NovaStar Financial,
Inc. and the notes thereto included elsewhere in this report.

General Overview

We are a specialty finance company that originates, purchases, securitizes, sells, invests in and services residential
nonconforming loans and mortgage-backed securities. We operate through three separate operating segments —
mortgage portfolio management, mortgage lending and loan servicing.

We offer a wide range of mortgage loan products to “nonconforming borrowers,” who generally do not satisfy the
credit, collateral, documentation or other underwriting standards prescribed by conventional morigage lenders and
loan buyers, including U.S. government-sponsored entities such as Fannie Mae or Freddie Mac. We retain
significant interests in the nonconforming loans we originate and purchase through our mortgage securities
investment portfolio. Through our servicing platform, we then service all of the loans in which we retain interests, in
order to better manage the credit’performance of those loans.

We have elected to be taxed as a REIT under the Code. We must meet numearous rules established by the IRS to
retain our status as a REIT. As long as we maintain our REIT status, distributions to shareholders will generally be
deductible by us for income tax purposes. This deduction effectively eliminates REIT level income taxes.
Management believes we have met the requirements to maintain our REIT status. We are, however, currently
evaluating whether it is in shareholders’ best interests to retain our REIT status.

Our net income is highly dependent upon our morgage securities portfolio, which is generated primarily from the
securitization of nonconforming loans we have originated and purchased but also includes third-party mortgage-
backed securities we have purchased. These securities represent the right to receive the net future cash flows from
a pool of assets consisting primarily of nonconforming loans. As a result, earnings are related to the volume of
nonconforming loans and related performance factors for those loans, including their average coupon, borrower
default rate and borrower prepayment rate.

The primary function of our mortgage lending operations is to generate nonconforming loans, the majority of which
will serve as collateral for our mortgage securities. While our mortgage lending operations generate sizable revenues
in the form of gains on sales of mortgage loans and fee income from borrowers and third party investors, the reévenue
serves largely to offset the related costs.

We also service the mortgage loans we originate and purchase and that serve as collateral for the morigage
securilies that we issue. The servicing function is critical to the management of credit risk {risk of borrower default
and the related economic loss) within our mortgage portfolio. This operation generates significant fee revenue and
interest income from investing funds held as custodian, but its revenue serves largely to offset the cost of this
function.

The key performance measures for executive management are:

net income available to common shareholders

dollar volume of nonconforming mortgage loans originated and purchased

relative cost of the loans originated and purchased

characteristics of the loans (coupon, credit quality, etc.), which will indicate their expected yield, and
return on our mortgage asset investments and the related management of interest rate risk.

Management's discussion and analysis of financial condition and results of operations, along with other portions of
this report, are designed to provide information regarding our performance and these key performance measures.
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Executive Overview of Performance v . R . o -
The 2006 fiscal year proved to be a chalienginﬂg environment in the mortgage industry. The following macroeconomic
factors were significant drivers in our 2006 financial results:
o Interest rate squeeze — As the Federal Reserve increased interest rates, our ¢ost of funding from 2004 to -
2008 increased, while coupons en nonconforming loans did not increase in the same proportion. This
squeeze on net interest margins reduced the profitability of mortgage banking

¢  Housing price correction — During 2006 housing price appreciation slowed ciramatically Though varying in
severity across regions, the housing correction had widespread effects on'the economy, mortgage
originations and the ability of homeowners to borrow.

+ - Credit performance — With repayment risks no ionger offset by rapidly rlsmg home values, delinquencies in
the industry began to risein 2006. These credit issues have caused whole loans to lose some value, -
aﬁecting the value of and income generated by our portfolio of mortgage loans and securities.

. Competmve pressures Profttability in nonprime Iendlng continued to suffer in 2006 as 4 result of lenders
focusing’on market share at'the expensé of margins and underwriting standards. Weaker competitors '
|nclud|ng Some big ones, have begun to exit the industry. . - e - C

L . G
In our mortgage portfolio management business, returns were negatively affected by the volatile interest rate
environment and credit related impairments;.resulting in full-year returns in 2006 that were more in line with histonc
returns for this asset class. We generally expect returns to be near the level of 1% to 1.25% over the Iong—term .
~ While we are optimistic that returns.in 2007 will fall in this range, we'are staying tocused on the dismplines of isk
. mmgation should it prove to be another challenging year.

-
i

In-our mortgage banking busmess, gain-on-sale margins continued to be tight in 2006 as coupons on originations
increased only slightly and mortgage credit quality declined. In 2006, we - were able to achieve some success despite
the tough market conditions by increasing our production by over 20% compared to 2005 as many competitors either
ceased operations or withdrew from the industry due to the difficult operating conditions.. We also made significant |
strides in our campaign to decrease our cost to originate as it decreased from 2.37% in 2005 to 2.03% in 2006. See’ .
Table 25 for a reconciliation of our cost of production to general and administrative expenses. We will continue to
focus on further effrcrenmes and productl\nty |mprovements in 2007. b

As discussed under “Fiisk Management Credit Risk” and “Industry Overview and Known Material Trends and :
Uncertainties”, our 2006 vintage ioan originations performed below expectations. We intensified our focus on asset +.
quality as a deterioration of credit performance became apparent in 2006. We underwrite loans with an eye on r_isk -
adjusting guidelines to market changes, keéping a watch on geographic diversity; and maintaining loan-coupons -t
while competitors decrease their coupons. The credit challenges were greater than expected in 2006, due to the, '
slowdown in housing prices. In response, 'we have significantly altered our proprietary modeiing and underwriting
processes in an attempt to minimize losses and enhance asset quality in loan originations going forward.

Over the last sevéral years the REIT's taxable income has exceeded our GAAP earnings as a result of the différence
between tax and GAAP accounting recognmon of income on our mortgage securities portfolio. However, over the life
of the portfolio, GAAP and tax income will generally be equal. The reversal in liming differences between the
recognition of GAAP i income and taxable income is occurring and will accelerate as our older vintage securitizations

_ mature. We expenenced ‘a decline of taxable | income in 2006 of approximately 32 percent from 2005. Furthermore
we expect to recognize little or no taxable income at the REIT during the period from 2007 through, 2011 See
"Industry Overview and Known Material Trends and Uncertainties” for further dlscussmn on taxablé income.” .
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The following selected key performance metrics are derived from our consolidated financial statements for the -
periods presented and should be read in conjunction with the more detailed information therein and "Management's
Discussion and Analysis of Financial Condition and Results of Operations.“- .

Table 1 — Summary of Financial Highlights and Key Performance Metrics
{dollars in thousands; except per share amounts)

- For the Year Ended December 31

‘ .. ... 2006 . 2005 - 2004

Net income available to common shareholders % 66285 $ 132471 % _ 109,124
Net income avallable o common shareholders, per ¢ d||uted share _ngiw W_j_r._sg_,:fsw L.442 & 424
Estlmated taxable net income available to common shareholders (A) 180627 $_ 270,432 $ 250,555
Estimated taxable net income available to common shareholders

_pershare(A) S S S 4,_:;4;%5"__%___; 840 87 9.04
Cash dividends declared per ¢ common share % - 580% 580 5 675
Noncom‘ormmg orlgrnat:ons and purchases % 1, 224 088 $ 9,283,138 § ;8‘,_4N_21}_,§§j]

Welghted average coupon of nonconformmg orlgmatlons and

| purchases . . . _ . _B55% m_mmZ@%, . 183%
Nonconforming loans secuntrzed in transactlons structured as sales, ‘. .

_principal e ...% 6075405 § 7,621,030 $ 8,329,804
Nonconforming Ioans secunttzed in transactlons structured as T
ﬁnancmgs principal o -8 2,540, 913w$ . ;_$_;__-_;~_w»___u;‘
Nonconforming loans sold to third partles prlncrpal wmww..__.;_., $ 22488633 % 1 138 098 § -
Gains on sales_of_mgrtgageasset_s o $ L A1749 § 65148 $ 144950
Net interest yield on assets (B} . | 21% __M' 1 76% o M_J;_'{'pg/g
Net yield on mortgage securities (G}, . . .. .. U 2982% ., 42.11%  3277%
Weighted average whole loan price used in the mmal valuauon of ’
residual interests o R ) 86 .. lo200 _  103.28
Costs of productron asapercent of pnnmpat (D) e 203% . 237% M277%

(A) The common shares outstandlng at lhe end of each period presented are used in calculating the taxable income per commaon
share. Taxable income for years prior to 2006 are actual while 2006 taxable income is an estimate. ‘

(B) This metric is defined in Table 21.

(C) This metric is defined in Table 20.

(D} Th|s medtric is deflned in Table 289. ] . - : : )

For.the year ended December 31, 2006 as compared o the year ended. December 31, 2005.

Net income avallable to common shareholders ‘declined by approxrmately $66.2 miilion during 2006 as compared to '
2005. The following factors contrlbuted to the dectlne -

Gains on sales of mortgage assets decreased by $23.4 million from 2005 to 2006. The reasons for this are:

"« Net galns on sales of loans to'third parties declined by $10.1 m|II|on even though we doubled the volume of
loans sold due to the increase in our reserve for losses related to loan repurchases. Because of the
increase in loan repurchase requests which resulted from increased delinguencies in our 2006 productlon
we increased our reserve for future expected losses resulting from these repurchases by'$25.4 m||||on from’
2005 to 2008.

» A shift in securitization strategies in 2006 to add qualified assets to our balance sheet to ensure our
compliance with certain REIT tests. This decision ultimately resulted in a decrease in securitization sales
transaction volume from $7.6 billion for 2005 to $6.1 billion for 2006. During the second quarter of 2006, we
structured the NHES Series 2006-1 securitization as well as the NHES 2006-MTA1 securitization as
financing transactions instead of our typical sales transactions. As a result of the decline in the volume of
loans securitized in sales transactions, our gains from securitizations of martgage loans declined to $50.2
million for 2006 from $58.8 million for 2005.

« Asdefault rates have increased so have the assets we acquired through foreclosure (real estate owned).

QOur losses on sales of real estate owned increased by $6.3 million in 2006 from 2005 as a result of the
deteriorating credit quality of our portfolio.
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Although the overall balance of cur mortgage securities increased in 2006 from 2005 because of the purchase and
retention of subordinated securities, our interest income from our securities portfolio as well as the net yield on these
securities declined in 2008. Interest income — mortgage securities decreased by $24.0 million from 2005 and the net
yield also decreased by 12.28% from 2005. These declines can be attributed to the following main factors:

* = The estimated fair value of our residual securities decreased by $160.2 million from 2005 to 2006. This was
caused by erosion of the portfolio being much greater than the initial value of our newly retained residual
securities. Because of the higher credit loss expectancies of the 2006 production as well as the tightening
of margins, the residual securities we retained from our 2006 securitization deals as a percentage of the
collateral balance delivered decreased by 1.2%: Also contributing to this decrease was the $1.5 billion
decrease in loans securitized in transactions structured as sales from 2005 to 2006, Significant erosion of
the fair value of our portfolio has been driven by higher expected cradit losses throughout the entire_portfolio
as well as normal paydowns ' '

¢ The addition of lower-yielding mortgage securities to our portfolio. The mortgage securities — available-for-
sale (residual interests) we retained from our most recent securitizations are accreting income at lower
yields than many of our older securities due to margin compression and higher credit loss expectancies:
Also, we increased our trading securities portfolio by $285.6 million and the yields on our trading securities
- are generally Iower than the yields on our mortgage securities — avatlable—tor-sale .
Our portfolic management focus continues to be on managing a portfolio to detlver attractwe risk- ad]usted returns
The net yield on our mortgage securmes portfollo is hlghly dependent on market condltlons and the types of securities
in which we invest. . -

Higher expected credit losses contributed to impairments to our mortgage securities available-for-sale porttolio
increasing by $13.1 million from 2005 to 2006. As can be seen by our increase in credit loss assumptions as well as
our high provision for credit losses, we are beginning to see the effects of a cooling housing market on mortgage
credit qualtty

We tncreased our provision for credit losses by approximately $29.1 million during 2006 from 2005 due to $2.7 billion
of securitizations structured as financing transactions we executed in 2006. Qur provision for credit losses
significantly offset the positive impact to interest income yielded by these transactions.
The rise in short-term interest rates in 2006 was mcch less than 2005. This resulted in a $6.2 million-decrease in the
gains we recognized on derivative instruments which did not qualify for hedge accounting during 2006 compared to
2005 . .

n -
Industry Overview and Known Material Trends and Uncertainties ‘
Described below are some of the marketplace condmons and known material trends and uncertainties that may
|mpact our future results of operations.
Despite the cyclical downturn, we believe the mortgage business will continue 1o be a pillar of the U.S. economy. The
value of homes, even after a carrection, represents the largest asset of most American families. Inside Mortgage
Finance Publications estimated nonprime originations at more than $600 billion in 20086, roughly one-fifth of total -
mortgage lending in the United States . e e .

The following trends have become ewdent inthe busuness enwronment in wh|ch we operate and could have a
sngmf:cant impact on our financial condition, results of operatlons and cash flows: ..
11! st . . -

+ Industry publications have predlcted that borrower dehnquencues and credit deterioration will continue into
2007 with a positive trend beginning in 2008. In the.meantime, the key area of focus for our morigage
banking operation is to ensure that the 2007 vintage performs better than 2006 and in line with our
expectations. In this regard, we have significantly altered our proprietary model and underwriting guidelines

. and processes in an attempt to minimize losses and enhance assel quality in loan ong:nanons go:ng
forward. ; .

.
1
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. market, including the acquisition or new development of businesses. We also believe there are opportunities
- 10 increase our market share as the number of competitors decline as a result of the difficult operating

Various industry publications also predict that growth in the nonconforming origination market will be
relatively flat in 2007 with some publications predicting a slight decline. Additionally, our origination volume
could be negatively impacted by our tightening of underwriting guidelines as fewer borrowers may qualify tor
loans and as brokers adjust to these tighter guidelines. Our ability to increase the size of our securitized
mortgage loan portfolio, which drives our mortgage securities portfolio, could prove difficult under these
tighter conditions. We continue to pursue opportunities to increase our market share in the nonconforming

conditions. As we explore opportunities for growth, generating good risk-adjusted returns for shareholders
remains our focus. v

The nonprime market remains very competitive and will likely continue to see pressure on margins as the
market normalizes. We see potential for a more rational business environment as some overly aggressive
competitors have either ceased operations or withdrawn from the industry. Our ability to generate
acceptable risk-adjusted returns is very dependent on the movement in these margins.

Home sales growth and home price appreciation both significantly declined throughout 2006. For 2007,
many economists are expecting home-price growth to continue its decline in some markets which had
experienced substantial growth. This could have a significant impact on origination growth in our mortgage
lending segment, as well as, prepayment speed and credit loss assumptions on the mortgage securities held
by our mortgage portfolic management segment.

As a result of the many uncertainties in the subprime mortgage market (i.e. home price appreciation, home
sales, credit quality, interest rates), and their impact to the securitization market , we may allocate more
capital to mortgage assets which are higher in the capital structure as well as synthelic assets. We also
may seli more of our loan production to third parties and we may sell all or a portion of the residual
securities we retain from our securitizations until we begin to see a more rational market.

During 2005 and 2006 we retained various subordinate investment-grade securities from our securitization
transactions that were previously held in the form of overcollateralization bonds. We also purchased
subordinated securities from other asset-backed securities (“ABS”) issuers. We will continue to retain,
acquire and aggregate various types of ABS as well as synthetic assets with the intention of securing non-
recourse long-term financing through securitizations while retaining the risk of the underlying securities by
investing in the equity and subordinated debt pieces of the collateralized debt obligation (*CDO"). CDO ’
equity securities bear the first-loss and second-loss credit risk with respect to the securities owned by the
securitization entity. Our goal is to leverage our extensive portfolio management experience for
shareholders by purchasing securities that are higher in the capital structure than our residual securities and
executing CDOs for long-term non-recourse financing, thereby generating good risk-adjusted returns for
shareholders. As discussed in Note 24 to the consolidated financial statements, we executed our first CDO
securitization on February 8, 2007.

As discussed under “Executive Overview of Performance”, over the last several years the REIT's taxable
income has exceeded GAAP earnings as a result of the timing difference between tax and GAAP accounting
recognition of income on our mortgage securities portfolio. Generally, this timing ditference is created by a
variety of factors including the deferred recognition of losses in computing the yield on these securities for
tax purposes. However, over the life of the portfolio, GAAP and tax income will generally be equal. The
reversal in timing differences between the recognition of GAAP income and taxable income is occurring and
will accelerate as our older vintage securitizations mature. We experienced a decline of taxable income in
2006 of approximately 32 percent from 2005. Furthermore, we expect to recognize little or no taxable
income at the REIT during the period from 2007 through 2011. Given this outlook, and the operating
efficiencies to be gained through operating as a traditional C corporation, we are currently evaluating
whether it is in shareholders’ best interest to retain our REIT status. In order to voluntarily revoke REIT
status, we must file such revocation with the Internal Revenue Service within 90 days of the beginning of the
first tax year for which the revocation is to be effective. We will continue to be subject to the REIT dividend
distribution requirements for the year prior to the year in.which the revocation is effective. For example, if we
elect to revoke our REIT status for 2008, we would stilt be required to distribute at least 90 percent of our
2007 taxable income by the end of 2008 in order to retain REIT status for 2007,
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Critical Accounting Estimates

We prepare our consolidated financial statements in conformity with GAAP and, therefore, are required to make
estimates regarding the values of our assets and liabilities and in recording income and expenses. These estimates
are based, in part, on our judgment and assumptions regarding various economic conditions that we believe are
reasonable based on facts and circumstances existing at the time of reporting. These estimates affect reported
amounts of assets, liabilities and accumulated other comprehensive income at the date of the consolidated financial
statements and the reported amounts of income, expenses and other comprehensive income during the periods
presented. The following summarizes the compenents of our consolidaled financial statements where understanding
accounting policies is critical to understanding and evaluating our reported financial results, especially given the
significant estimates used in applying the policies. The discussion is intended to demonsirate the significance of
estimates to our financial statements and the related accounting policies. Detailed accounting policies are provided in
Note 1 1o our consolidated financial statements. Qur critical accounting estimates impact each of our three reportable
segments; our mortgage portfolic management, mortgage lending and loan servicing segments. Management has
discussed the development and selection.of these critical accounting estimates with the audit committee of our Board
of Direclors and the audit committee has reviewed our disclosure. :

Transfers of Assets (Loan and Mortgage Security Securitizations) and Related Gains. In a loan securitization,
we combine the mortgage loans we originate and purchase in pools to serve as collateral for issued asset-backed
bonds. In a mortgage security securitization (also known as a “resecuritization”), we combine mortgage securities
retained in previous loan securitization transactions to serve as collateral for asset-backed bonds. The loans or
morlgage securities are transferred to a trust designed to serve only for the purpose of holding the collateral. The
trust is considered a qualifying special purpose entity as defined by SFAS No. 140 (“SFAS 140"), Accounting for
Transfers and Servicing of Financial Assets and Extinguishments of Liabilities — a replacement of FASB Statement
No. 125. The owners of the asset-backed bonds have no recourse 1o us.in the event the collateral does not parform
as planned except where defects have occurred in the loan documentation and underwriting. process.

In order for us to determine proper accounting treatment for each securitization or resecuritization, we evaluate-
whether or not we have retained or surrendered control over the transferred assets by reference to the conditions set
forth in SFAS No. 140. All terms of these transactions are evaluated against the conditions set forth in this statement.
Some of the questions that must be considered include: . : o

Have the transferred assets been isolated frem the transferor?

Does the transferee have the right to pledge or exchange the transferred assets?

Is there a “call” agreement that requires the transferor to return specific assets?

Is there an ‘agreement that both obligates and entitles the transferee to return the transferred assets: prior to
maturity? .

e Have any derivative instruments been transferred?

When these transters are executed in a manner such that we have surrendered control over the collateral; the
transfer is accounted for as a sale. In accordance with SFAS No. 140, a gain or loss on the sale is recognized based
on the carrying amount of the financial assets involved in the transfer, allocated between the assets transferred and
the retained interests based on their relative fair value at the date of transfer. In a securitization accounted for as a
sale, we retain the right to service the underlying mortgage loans and we also retain certain mortgage securities
issued by the trust. As previously discussed, the gain recognized upon a securitization structured as a sale depends
on, among other things, the estimated fair value of the components of the securitization — the loans or mortgage
securities — available-for-sale and derivative instruments transferred, the securities retained and the morigage
servicing rights. The estimated fair value of the securitization components is considered a “critical accounting
estimate” as 1) these gains or losses can represent a significant portion of our operating results and 2) the valuation
assumptions used regarding eccnomic conditions and the make-up of the collaterai, mcludlng interest rates, principal
payments, prepayments and loan defaults are highly uncertain and require a large degree of judgment.

We use two methodologies for determining the initial value of our residual securities 1) the whole loan price methodology
and 2) the discount rate methodology. We believe the best estimate of the initial value of the residuat securities we retain
in our securitizations accounted for as a sale is derived from the market value of the pocled loans. As such, we generally
will try to use the whole loan price methodology when significant open market sales pricing data is available, Under this
method, the initial value of the loans transferred in a securitization accounted for as a sale is estimated based on the
expecied open market sales price of a similar pool. In open market transactions, the purchaser has the right to reject
loans at its discretion. In a loan securitization, loans generally cannot be rejected. As a result, we adjust the market price
for the loans to compensate for the estimated value of rejected loans. The market price of the securities retained is
derived by deducting the percent of net proceeds received in the securitization (i.e. the economic value of the loans
transterred) from the estimated adjusted market price for the entire pool of the loans.
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An implied yield (discount rate) is derived by taking the projected cash flows generated using assumptions for
prepayments, expected credit losses and interest rates and then solving for the discount rate required to present value
the cash flows back to the initial value derived above, We then ascertain whether the resulting discount rate is
commensurate with current market conditions. Additionally, the initial discount rate serves as the initial accretable yield
used to recognize income on the securities.

When significant open market pricing information is not readily available to us, we use the discount rate methodology.
Under this method, we first analyze market discount rates for similar assets. After establishing the market discount rate,
the projected cash flows are discounted back to ascertain the initial value of the residua! securities. We then ascertain
whether the resulting initial value is commensurate with current market conditions.

For purposes of valuing our residual securities, it is important to know that beginning with our 2002 vintage
securitization transactions we not only have transferred loans to the trust, but we have also transferred interest rate
agreements 1o the trust with the objective of reducing interest rate risk within the trust. During the pericd before loans
are transferred in a securitization transaction we enter into interest rate swap or cap agreements. Certain of these
interest rate agreements are then transferred into the trust at the time of securitization. Therefore, the trust assumes the
obligation to make payments and obtains the right to receive payments under these agreements.

in valuing our residual securities, it is also important to understand what portion of the underlying mortgage loan
collateral is covered by mortgage insurance. At the time of a securitization transaction, the trust legally assumes the
responsibility to pay the mortgage insurance premiums associated with the loans transferred and the rights to receive
claims for credit losses. Therefare, we have no obligation to pay these insurance premiums. The cost of the
insurance is paid by the trust from proceeds the trust receives from the underlying collateral. This information is
significant for valuation as the morigage insurance significantly reduces the credit losses born by the owner of the
loan. Mortgage insurance claims on loans where a defect occurred in the loan origination process will not be paid by
the mortgage insurer. The assumptions we use to value our residual securities consider this risk.

The weighted average net whole loan market price used in the initial valuation of our retained securities was 101.86
for the year ended December 31, 2006 as compared to 102.00 and 103.28 for the years ended December 31, 2005
and 2004, respectively. The weighted average initial implied discount rate was 15% for the years ended December
31, 2006 and 2005. If the whole loan market price used in the initial valuation of our residual securities for the year
ended December 31, 2006 had been increased or decreased by 50 basis points, the initial value of our residual
securities and the gain we recognized would have increased or decreased by $30.4 million.

When we do have the ability to exert control over the transferred collateral in a securitization, the assets remain on
our financial statements and a liability is recorded for the related asset-backed bonds. The servicing agreements that
we execute for loans we have securitized includes a removal of accounts provision which gives us the right, but not the
obligation, to repurchase mortgage loans from the trust. The removal of accounts provision can be exercised for loans
that are 90 days to 119 days delinquent. We record the mortgage loans subject to the removal of accounts provision in
mortgage loans held-for-sale at fair value and the related repurchase obligation as a liability. In addition, we have a
“clean up” call oplion that can be exercised when the aggregate principal balance of the mortgage loans has declined to
ten percent or less of the original aggregated mortgage loan principai balance. :

Mortgage Securities — Available-for-Sale and Trading. Our mortgage securities — available-for-sale and trading
represent beneficial interests we retain in securitization and resecuritization transactions which include residual
securities and subordinated securities as well as bonds issued by others which we have purchased. The residual
securilies include interest-only mortgage securities, prepayment penalty bonds and over-collateralization bonds. All of
the residual securities retained by us have been classified as available-for-sale. The subordinated securities represent
bonds which are senior to the residual securities but are subordinated to the bonds sold to third party investors. We
have classified certain of our subordinated securities in both the available-for-sale and trading categories.

The residual securities we retain in securitization transactions structured as sales primarily consist of the right to receive
the future cash flows from a pool of securitized mortgage loans which include:

+ The interest spread between the coupon net of servicing fees on the underlying loans, the cost of financing,
mortgage insurance, payments or receipts on or from derivative contracts and bond administrative costs.

« Prepayment penalties received from borrowers who payoff their loans early in their life.

« Overcollateralization which is designed to protect the primary bondholder from credit loss on the underlying loans.
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The subordinated securities we retain in our securitization transactions have a stated principal amount and interest
rate. The performance of the securities is dependent upon the performance of the underlying pool of securitized
mortgage loans. The interest rates these securities earn are variable and are subject to an available funds cap as
well as a maximum rate cap. The securities receive principal payments in accordance with a payment priority which is
designed to maintain specified levets of subordination to the senior bonds within the respective securitization trust.
Because the subordinated securities are rated lower than AA, they are considered low credit quality and we account
for the securities based on guidance set forth from Emerging Issuance Task Force 99-20 "Recognition of Interest
Income and Impairment on Purchased and Retained Beneficial Interests in Securitized Financial Assets” ("EITF 99-
207} using the effective yield method. The fair value of the subordinated securities is based on third-party quotes.

The cash flows we receive are highly dependent upon the interest rate snvironment. The interest rates on the bonds
issued by the securitization trust are indexed to short-term interest rates, while the coupons on the pool of loans held
by the securitization trust are less interest rate sensitive. As a result, as rates rise and fall, our cash flows will fall and
rise, because the cash we receive on our residual securities is dependent on this interest rate spread. As our cash
fiows fall and rise, the value of our residual securities will decrease or increase. Additionally, the cash flows we
receive are dependent on the default and prepayment experience of the borrowers of the underlying mortgage
security collateral. Increasing or decréasing cash fiows will increase or decrease the yield on our securities.

We believe the accounting estimates related to the valuation of our mortgage securilies - available-for-sale and
establishing the rate of income recognition on the mortgage securities — available-for-sale and trading are “critical
accounting estimates”, because they can materially affect net income and shareholders’ equity and require us to
forecast interest rates, morigage principal payments, prepayments and loan default assumptions which are highly
uncertain and require a large degree of judgment.- The rate used to discount the projected cash flows is also critical in
the valuation of our residual securities. We use internal, historical collateral performance data and published forward
yield curves when modeling future expected cash flows and establishing the rate of income recognized on mortgage
securities. We believe the value of our residual securities is fair, but can provide no assurance that future changes in
interest rates, prepayment and loss experience or changes in the market discount rate will not require write-downs of
the residual assets. For mortgage securities classified as available-for-sale, impairments would reduce income in
future periods when deemed other-than-temporary.

As previously described, our mortgage securities available-for-sale and trading represent retained beneficial interests in
certain components of the cash flows of the underlying mortgage loans to securitization trusts. Income recognition for
our mortgage securities — available-tor-sale and trading is based on the effective yield method. Under the effective yield
method, as payments are received, they are applied to the cost basis of the mortgage related security. Each period, the
accretable yield for each mortgage security is evaluated and, to the extent there has been a change in the estimated
cash flows, it is adjusted and applied prospectively. The estimated cash fiows change as management's assumptions
about credit losses, borrower prepayments and interest rates are updated. The assumptions are established using
internally developed models. We prepare analyses of the yield for each security using a range of these assumptions.
The accretable yield used in recording interest income is generally set within a range of assumptions. The accrelable
yield is recorded as interest income with a correspending increase to the cost basis of the mortgage security.

At each reporting period subsequent to the initial valuation of the residual securilies, the fair value of the residual
securities is estimated based on the present value of future expected cash flows to be received. Management's best
estimate of key assumptions, including credit losses, prepayment speeds, the market discount rates and forward yield
curves commensurate with the risks involved, are used in estimating future cash flows. We estimate initial and
subsequent fair value for the subordinated securities based on quoted market prices.

To the extent that the cost basis of mortgage securities — available-for-sale exceeds the fair value and the unrealized
loss is considered to be other than temporary, an impairment charge is recognized and the amount recorded in
accumulated other comprehensive income or loss is reclassified to earnings as a realized loss. When we retain new
residual securities during a period when short-term interest rate increases are greater than anticipated by the forward
yield curve, we generally are more susceptible to impairments on our newer mortgage securities as they do not have
sizable unrealized gains to help offset the decline in value.

The market discount rates we are using to initially value our residual securities have declined since 2005. As of
December 31, 2006, the weighted average discount rate used in valuing our residual securities was 16% as
compared to 18% for December 31, 2005. The weighted-average constant prepayment rate used in valuing our
residual securities as of December 31, 2006 was 47% versus 49% as of December 31, 2005. If the discount rate
used in valuing our residual securities as of December 31, 2006 had been increased by 5%, the value of our
mortgage securities- available-for-sale would have decreased by $14.7 million. If we had decreased the discount rate
used in valuing our residual securities by 5%, the value of our residual securities would have increased by $15.9
million.
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Mortgage Loans. Mortgage loans held-for-sale are recorded at the lower of cost or market determined on an
aggregate basis. Morngage loan origination fees and direct costs on mortgage loans held-for-sale are deferred until
the related oans are sold. Premiums paid to acquire mortgage loans held-for-sale are also deferred until the related
loans are sold. Mortgage loans held-in-portfolio are recorded at their cost, adjusted for the amortization of net .
deferred costs and for credit losses inherent in the portfolio. Mortgage loan origination fees and associated direct
costs on mortgage loans held-in-portfolio are deferred and recognized over the life of the loan as an adjustment to
yield using the level yield method. Premiums paid to acquire mortgage loans held-in-portfolio are also deferred and
recognized over the lite of the loan as an adjustment to yield using the level yield method.

Allowance for Credit Losses. An allowance for credit losses is maintained for mortgage loans held-in-portfolio. The
amount of the allowance is based on the assessment by management of probable losses incurred based on various
factors affecting our mortgage loan portfolio, including current economic conditions, the makeup of the portfolic based
on credit grade, loan-to-value ratios, delinquency status, mortgage insurance we purchase and other relevant factors.
The allowance is maintained through cngoing adjustments to operating income. The assumptions used by
management regarding key economic indicators are highly uncertain and involve a great deal of judgment.

An internally developed migration analysis is the primary tool used in analyzing our allowance for credit losses. This
tool takes into consideration historical information regarding toreclosure and loss severity experience and applies that
information to the portfolio at the reporting date. We also take into consideration our use of morigage insurance as a
method of managing credit risk. We pay mortgage insurance premiums on loans maintained on our balance sheet
and have included the cost of mortgage insurance in our income statement.

Our estimate of expected losses could increase if our actual loss experience is different than originally estimated. In
addition our estimate of expected losses could increase if economic factors change the value we could reasonably
expect to obtain from the sale of the property. If actual losses increase or if values reasonably expected to be
obtained from property sales decrease, the provision for losses would increase. Any increase in the provision for
losses would adversely affect our results of operations.

Reserve for Losses — Loans Sold to Third Parties. We maintain a reserve for the representation and warranty
liabilities related to loans sold to third parties, and for the contractual obligation to rebate a portion of any premium
paid by a purchaser when a borrower prepays a soid loan within an agreed period. The reserve, which is recorded as
a liability on the consolidated balance sheet, is established when loans are sold, and is calculated as the estimated
fair value of losses reasonably estimated to occur over the life of the contractual obligation. Management estimates
inherent losses based upon historical loss trends and frequency and severity of losses for similar loan product sales.
The adequacy of this reserve is evaluated and adjusted as required. The provision for losses recognized al the sale
date is included in the consolidated statements of income as a reduction of gains on sales of morigage assets.

Derivative Instruments and Hedging Activities. Our strategy for using derivative instruments is to mitigate the risk of
increased costs on our variable rate liabilities during a period of rising rates (i.e. interest rate risk). Our primary goals for
managing interest rate risk are to maintain the net interest margin spread between our assets and liabilities and
diminish the effect of changes in general interest rate levels on our market value. Generally the interest rate swap
and interest rate cap agreements we use have an active secondary market, and none are obtained for a speculative
nature. These interest rale agreements are intended to provide income and cash flows to offset potential reduced net
interest income and cash flows under certain interest rate environments. The determination of effectiveness is the
primary assumption and estimate used in hedging. At trade date, these instruments and their hedging relationship are
identified, designated and documented.

SFAS No. 133, Accounting for Derivative Instruments and Hedging Activities (as amended){"SFAS 1337},
standardizes the accounting for derivative instruments, including certain instruments embedded in other contracts, by
requiring that an entity recognize those items as assets or liabilities in the balance sheet and measure them at fair value.
If certain conditions are met, an entity may elect to designate a derivative instrument either as a cash flow hedge, a fair
value hedge or a hedge of foreign currency exposure. SFAS No. 133 requires derivative instruments to be recorded at
their fair vatue with hedge ineffectiveness recognized in earnings. .

Derivative instruments that meet the hedge accounting criteria of SFAS No. 133 are considered cash flow hedges.
We also have derivalive instruments that do not meet the requirements for hedge accounting. However, these
derivative instruments do contribute to our overall risk management strategy by serving to reduce interest rate risk on
average short-term borrowings collateralized by our loans held-for-sale.

Any changes in fair value of derivative instruments related to hedge effectiveness are reported in accumulated other
comprehensive income. Changes in fair value of derivative instruments related to hedge ineffectiveness and non-
hedge activity are recorded as adjustments to earnings. For those derivative instruments that do not qualify for hedge
accounting, changes in the fair value of the instruments are recorded as adjustments to earnings.
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Mortgage Servicing Rights (“MSRAs”). MSRs are recorded at allocated cost based upon the relative fair values of
the transferred loans, derivative instruments and the servicing rights. MSRs are amontized in proportion to and over
the projected net servicing revenues. Periodically, we evaluate the carrying value of originated MSRs based on their
estimated fair value. if the estimated fair value, using a discounted cash flow methodology, is less than the carrying -
amount of thé mortgage servicing rights, the mortgage serwcmg rights are written down to the amount of the .
estimated fair value. For purposes of évaluating and measurifg: impairment of MSRs we stratify the mortgage
servicing nghts based on their predominant risk characteristics. The most predominant risk characteristic considered
is period of ongmanon The mortgage loans underlying the MSFls are pools of homogeneous, nonconforming
res:dentlal loans. , .

The fair value of MSHs is highly-senisitive to changes in-assum‘ptions. Cha’nges in prépaymenl speed assumptions
have the greatest impact on the fair value of MSRs. Generally, as interest rates decline, prepayments accelerate due
to increased refinance activity, which results in a decrease in the fair value of MSRs. Conversely, as interest rates
rise, prepayments typically slow down, which generally results in an increase in the fair value of MSRs. All -
assumptions are reviewed for reasonableness on a quarterly basis and adjusted as necessary to reflect current and .
anticipated market condmons Thus, any,measurement of the fair value of MSRs is limited.by the existing conditions
and the assumptions ‘utilized as of a particular point |n time. Those same assumptlons may not be appropriate if
applied at a different pomt in time. :

Financial Condition as of December'31, 2006 and December 31, 2005
Mortgage Loans - Held-for-Sa!e -

. The followmg table summarizes the aclwrty of our mortgage loans classmed as heId-for-saIe for the years ended
December 31, 2006 and 2005.

Table 2 — Rollforward of Mortgage Loans Held- for-Sale i
(dollars in thousands)

O e o For the Year Ended December 31,

' . ' o 2006 2005 -

Beginning principal balance o T 8 1238689, § 719,904

O_Ligi_n_a\_tj_.@_s; and purchases L ' ' 11,233,844 ) 9,282,404
D?»orrower repayments e 3t ) - (77.490)_____ (9,908
Sales to third parties : " : - (2,248,633) . . (1,156,216}
LSaIes in secuntlzatlons : . e o — . (6",6’7'3365) '%(2,621 03d)
Transfers to real estate owned . . e ... 15376) (712)

Ejpurchase of mortgage loans from secuntlzatlon trusts - - | ; 192,821 : 13, 976

Transfers of mortgage Ioans ans (to) from held -in-portfolio (2,616,559) 10,271

End:ng principal balance: R : o : oo 1831891 - 01 .gqs,ggq
~ Loans under removal of accounts prowsmn 107,043 44,382

| Net Premium . . e e 7891 . 12,015
Allowance for the lower of cost or fair value ' o (5, 006) L * +{3,530)

: : §. 1741819 . § 1291556

Mortgage loans h held for-sale i

Al

Our portfolio of morigage loans held-ior-sale increased to $1.7 billion at December 31, 2006 from $1.3 billion at
December 31, 2005. This increase is a result of a larger volume of originations and purchases during 2006 as well as
the tlmmg of our securitizations. . ) . . . . -

1

&
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The following table provides information on the'FICO scores, weighted average coupons and original weigh'ted
average Ioan-to-values for our loans classified as-held-for-sale as of December 31, 2006 and 2005.

Table 3 — Mortgage Loans — Held-for-Sale by FICO Score

(dollars in thousands) L -
: As of December 31, 2006 As of December 31, 2005
Original : . Original
Weighted Weighted ' Weighted Weighted
Current Average Average Loan- Current Average  Average Loan-
FICO Score _ Principal Coupon to-Value . Principal Coupon to-Value
FICO score not o o . e L ; A
avallable, __ ___ $__ . 577 1089% . - 630% 8 . . 800. 1052% . _ _ 803% .
S40andbelow . 134147 968 . 797 . 78250 940 . . _ 764
5400570 | 248559 921 _ . 814 ., 149150 9.03 . 795
580t0619 _, . _ 336457 ;§-90 _.....846 ' 231002 850 816
6200659 . . .. _ 392316 860 847 . _.301879 801 . 821 ]
660 and above 519835 811 831 477,508 749 818
‘Total _ . % 1631891 ' 8869% - - - 83 2% % 1238689 8.11% 81.2% . i
The following table provides information on the collateral location for our loans classified as held-for-sale as of
December 31, 2006 and December 31, 2005.
Table 4 — Mortgage Loans — Held-for-Sale by Collateral Location
As of December 31, 2006 ' As of December 31, 2005 .

Collateral Location . . Percent of Total * Collateral Location Percent of Total
Florida _ _ . . . _ .. _ . 19%__ __ _ Calforria . . . _ . 2% _
Callforma L . ...t . _Floida ... . .20 .
Michigan . ... .. & .. Nigna - _ . .8 ..
Maryland = 4 ... Mawyand . 5 ...,
Allother states (each less ‘ " All other states {each less o &
L than 4% of total) 60 __thanS%oftotal) - |47 ;
Total ’ 100% Total 100%

1

Th'é following table provides information on the product type for our loans classified as held-for-sale as of December
31, 2006 and 2005.

Table 5 — Mortgage Loans — Held-for-Sale by Product Type
{dollars in thousands)

As of December 31,

' Product Type L 2006 L 2005
2-YearFixed . ... . ..§ . . 62108 _$ _ _ . 601862
2Yeaf Fixed 40/30 ... BOt1488 o ... 35825
30 Year F!xed L i.r.220473 . .127.276
MTA (Option ARM) . Amnes2 .. 9059%
2-Year Fixed Jnterest- only i ieioooo140898 . 265 664
30M5-YearFixed L L. e e .. .es2s . 76148
Other Products T _ 102,666 41,854
Total $ 1,631,891 $ ‘ 1,238,689
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The tollowing table provides delinquency information for our loans classified as held-for-sale as well as assets
acquired through fareclosure (real estate owned) as of December 31, 2006 and 2005,

Table 6 — Mortgage Loans — Held-for-Sale Delinquencies and Real Estate Owned

{dollars in thousands)

As of December 31,

2006 2005
Percent Percent
e o _ Current Principal __of Total  Current Principal _of Total
Curem __ . & 1613112 _99% S __ 1236848 __ 100%_|
30-59 days dellnquent R 5777 - _ 474 -
60-89 days delinquent_ - __ _ _Aesl 208 -
90 + days delinquent - 1,349 o 263 -
In process of foreclosure 10302 " 1 875 _ - |
r_'_lfp_tgl_p_rjngipgj_ - L $ 1,631,891 100% % 1,238,689 100%
Realestateowned -~ - % . 12110 8 529 -
Morigage Loans - Held-in-Portfolio.
The following table summarizes the activity of our mortgage loans classified as held-in-portfolio for the years ended
December 31, 2006 and 2005.
Table 7 — Rollforward of Mortgage Loans - Held-In-Portfolio
{dollars in thousands)
For the Year Ended December 31,
e . 2006 2005
.EQQE'DJ"Q principal balance - $ 29,084 8 58,859
Borrower repayments __ e . (551,796) (16,673)
| Capitalization of interest __ 29,541 T
Transfers of mortgage foans from (o) held- for sale 2,616,559 (10,271)
Transfers to real estate owned (21,620) (2.5371‘)
Ending principal balance 2,101,768 _ ‘29.,Q§3_|‘
Net unamortized premium_ _ - U 37,219 455
Amortizedcost - e 2138987 . 29,539
| Alowance for credit losses_ _ (22,452) (699)
Mortgage loans held-in-portfolio $ 2,116,535 $ 28,840

Qur portfolio of mortgage loans held-in-portfolio increased to $2.1 billion at December 31, 2006 from $28.8 million at
December 31, 2005. During the first quarter of 2006 we transferred mortgage loans with a principal balance of $2.6
billion from the held-fot-sale classification ta the held-in-partfolio classification due to our change in securitization
strategies with respect to these loans. Included in this total is approximately $1.0 billion of monthly treasury average
(MTA) loans we purchased during the period. During the second quarter of 2006 we completed two securitization
transactions structured as financings using these loans as the underlying collateral.
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The following table provides information on the FICO scores, weighted average coupons and original weighted
average loan-to-values for our loans classified as held-in-portfolio as of December 31, 2006 and 2005.

Table 8 — Mortgage Loans — Held-in-Portfolio by FICO Score

{(dollars in thousands)

As of December 31, 2006

As of December 31, 2005

Original Original
Weighted Weighted Weighted Weighted
Current Average Average Loan- Current Average Average Loan-
FICO Score Principal Coupon to-Value Principal Coupon to-Value
FICO score not B
_available = $ 14605 = 7.85% _  736% __$ . 892 __1035% . _ _ 76.8% ]
540andbelow 79552 966 = 756 .. _.4283 023 775
540 10 579, e... e3578 925 783 _ 5581 1001 806
58010619 255777 881 81.0 8718 984 836
62010659 . 368232 824 _ 79.5 .5781 9656 811
660 and above 1,220,024  8.09 774 3828 944 802
[Igl_a_!___ % _2101,768 8.35% 782%  § 29,084 9.85% 81.0% .
The following table provides information on the collatera! location for our loans classified as held-in-portiolio as of
December 31, 2006 and 2005.
Table 9 — Mortgage Loans — Held-in-Portfolio by Collateral Location
As of December 31, 2006 As of December 31, 2005
Collateral Location Percent of Total Collateral Location Percent of Total
California___ L42% Florida 2%
Floida 18 _North Carolina . 8 _ ___
'All other states (each less All other states {each less i+
i than 5% of total) __ _ 39 _ than 8% of total) 80 i
Total 100% Total 100%
The following table provides information on the product type for our loans classified as held-in-partfolic as of
December 31, 2006 and 2005.
Table 10 — Mortgage Loans - Held-in-Portfolio by Product Type
{(dollars in thousands)
As of December 31,
Product Type 2006 _ 2005
MTA (Option ARM). _ . . __ _ $ _ 1042415 8 o4
2-Year Fixed _ . 608,188 T332
2-Year Fixed Interest-only } — - 190349
30-YearFixed = . __ R I _.. 135576 7,851
Other Products _ N e 125240 _ _ 14,201
Total 3 2,101,768 $ 29,084
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The following table provides delinquency information for our loans classified as‘héld-in-portfolio as well as assets,:, +
acquired through foreclosure {real estate owned) as of December 31, 2006 and 2005. .

Table 11 — Mortgage Loans - Held-in-Portfolio Delinquencies and Real Estate Owned

(dollars in thousands)

‘

L}

As of December 31,

: 2006 2005

Percent ~ Percent
r___’__ — ** Current P_rlncipal'“_ of Total _‘Cuyrent Principal of Total ‘
Current ' % 2,013,541 96%.___. $ 26,098 90%_i
r(j_Q_-uS_S_d_e_ays delinquent 29,316 A 914 3
60-89 days delinquent _ 15,593 U - 2.}
90 + days delinquent 5,080 =1 . v 387 107 "
In process of foreclosure S 38238, _ .2° . ' 1028 4 |

Total principal $ 2,101,768 - 100%  § 29,084 100% -

T T . N
Real eslateowned $ 19472
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Mortgage Securities Available-for-Sale.
H
The following tables summarize our mortgage secuntles avallabie for sale portfolio and the current assumptlons and assumptlons at the
time of securitization as of December 31, 2006 and 2005 ' . SN .
Table 12 — Valuation of Individual Mortgage Securities — Available-for-Sale and Assumptlons
{dollars in thousands)

As of December 31, 2006

-

Current Assumptions Assumptions at Trust Securitization
Estimated : '
Fair Value of
Unrealized  Mortgage : Constant Expected Constant . Expected
Securitization Gain (Loss) Securities Discount Prepayment Credit Discount Prepayment Credit
Trust Cost (A) {A) (A) Rate Rate Losses (B)  Rate Rate -Losses (B)
NMFT Serles L ' L .
2002:3 . % 33848 66 _$ 3440  20% . 35% ___ 04% _ _20% ___30% _ . - 1.0%_
20031 . 9,398 ) 418___'“ 9816 20 ° 32 1.3 20 28 .33
20032 . 5458 2450 _ 7908 20 3t 08 28 2 __ 27
20033 5285 284 5509 20 29 o8 2 .22 36 _
20084 _ . 3509 1513 502 20 _ _ 38 .10 2 _ 3 51
20041 13511 3370 16841 0 47 A3 220 38 58
20041(0) . _ .. 182 . — .13 20 N/A _NA O NA O NA_ L NA
2004-2 u._,_i.fi,ﬁ?l ....4402 18813 20 47 13 e % . .51l
2004-2(D). . 1322 60 . 1382 20, N/A N NA NA NA
2004- §.m_w__. 24939 8982 33921 19 48 15 19 34 45
2004-4, . 16237 8684 24921 20 56 .18 28 . __ 35 .40 ¢
20051 20525 4558 25083 15 e 17 W% % . 836
200s'2 ... 43831 _ 67 . _13se8_ 13 _ ___ 84 15 8 . 8 . 21
20053 13047 1168 14216 15 o] 15 % .4 20
2005-3 (C) L 47,814 {1,131): 46,683 N/A __N/A NA - NA ONA L NA
2005-3(D) . 6423 1473 7896 15 N/A o NA L NA O NA L NA
2005-4 11087 __1194 12281 15 _ 49 20 _ 15 4 23
20054(D) 5278 1143 _ 6420 15 NA __ NA _ NA _ NA _ NA
20062 . _- 13835 _ = 13835 15 46 _._..82 ¥ 4 24
20063 18746 = . _13746 15 45 A3 8 43 30
20064 . . 19019 __ . — 19018 15 45 35 15 . _ 43 .29
20065 _~____w____gg.1,§1_ = 22,181 15 44 - 48 15 43 .39
20066 26,508 L= 26508 15 42 39 15 _ .4 3770
Total $ 310,760 % 38,552 $ 349,312

(A) Tha interest-only, prepayment penalty and overcollateralization securities are presented on a combined basis.

(B) For securities that have not reached their call date - represents expected credit losses for the lite of the securilization up to the expected date in whuch
related asset-backed bonds can be called, net of morlgage insurance recoveries.

{C) Consists of the Class M-11 and M-12 certificates of NMFT Series 2005-3. The M-11 is rated BBB/BBB- by Standard & Poor's and Fitch, respectively.
M-12 is rated BEB- by Standard and Poor's. The fair value for these securities is based upon market prices. .

() Represent CT Bonds.
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As of December 31, 2005

Current Assumptions ' Assumptions at Trust Securitization
Estimated '
) . Fair Value of _ ; ,
Unrealized  Mortgage . Constant Expected .Constant  Expected
Securitization Gain (Loss) Securities Dlsco'unt_fi Prepayment Credit Discount . Prepayment Credit
Trust Cost (A) (A) " (A} Rate Rate Losses(B) ° Rate . " . . Rate Losses (B)
NMFTSeries: . . . .. . . . S I T
' _8_ 521%__ 5968 _ 1,117 15% 36% . 18%__ _15%_ _© __27% __.___ 10%]
. ... %7 . S 1 3 _ VO ___ 1B 2 .10
.= _. €61 __ 1e61 20 40 13_ _20 28 42 ]
—— e 23700 . 3701 20 B LI Y -____2_5__&“__&,_2&_%_.____ .
1632 21484 3816 20 4 . 07 20 -32 . 1.7
2415 5422957 20 43 _ _ 14 25 2T 18
&2 o a2 8258 20 44 .04 20 -0 30 #;_,AﬁLQﬁ_J
. 30815 594 36796 20 3 13 _ 2 28 * 33
_ 11,043 8,330 18373 . 200 . . 39 L. .08 28 L .25 . T__.__.__;r2__-7;;:_]
18261 6860 _  22v 20 3% 07 20 2 36
1070 .3_2,19_1_._-_;_ 23261 20 _ _ 46 _ _ 08 20 30 mm,,.*_,mﬁ:l:j
17085 13,142 30 207 _20__”_ ) 56 13 _ 2 .8 ____ . __.59
18368 13432 31800 20 . ___ 86 ___ 14 __26_ ____31__ __ 51 ]
_..36502 . 17287 53788 19 83 - 15  _19. 34 . 45
34473 16102 50575 20 54 _ - 15 _ 26 __ 3 __ ___ 40 |
44387 8481 52868 15 .08 . 18 s %% .. _86
87377__ . 1296 38673 13 81 - _ 15 18 _ -8 ___24%
46627 _ — | 46627 15 A 20 1 oo 20
...45,088 o (2,247) 42811 NA 0 NA 0 O NA . NA . NA __NA_]
... .__ 34,366 i — 34366 5. .43 .23 1. 43 .23
__.$394107$ 111538 § - 508845  _ _ _ oo oo

The interest-only, prepayment penalty and overcollateralization securities are presented on a combined basis. :

For securities that have not reached their call date - represents expected credit losses for the life of the securitization up to the expected date in
which the refated asset-backed bonds can be called, net of mortgage insurance recoveries.

Consists of the Class M-11 and M-12 certificates of NMFT Serigs 2005-3. The M-11 is rated BBB/8BB- by Standard & Paor's and Fitch,
respectively. The M-12 is rated BBB- by Standard and Poor's. The fair value for these securities is based upon market prices.

s of December 31, 2006 and 2005 the fair value of our mortgage securities — available-for-sale was $349.3 million and $505.6 million,
spectively. The decline is mostly due to compressed margins, credit impairments and normal paydowns. During 2006 and 2005 we
tained residual mortgage securities — available-for-sale with a cost basis of $155.0 million and $289.5 million, respectively, from
ecuritizations treated as sales during the year. This decrease is primarily due to the fact that we structured two securitizations as on-balance
heet transactions during 2006. During 2006 and 2005 we recognized impairments on mortgage securities — available-for-sale of $30.7 million
nd $17.6 million, respectively. The increase in impairments was caused by detericration in credit quality of the loans in our portfolio. See

ote 4 to the consolidated financial statements for a summary of the activity in our mortgage securities portfolio.

he previous tables demonstrate how the increase in housing prices from 2002 through 2005 positively impacted our security performance:
nd how the current deterioration in the housing market is negatively impacting this performance. An increase in home prices will generally -
ad to an increase in prepayment rate assumptions as well as a decrease in expected credit loss assumptions. As home prices change in
@ future our prepayment and loss assumptions will likely change. Table 20 provides additional detail regarding the yields on our mortgage
curities available-for-sale. .

e have experienced periods prior to 2004 when the interest expense on asset-backed bonds declined significantly due to reductions in short-
rm interest rates. As a result, the spread between the coupon interest and the bond cost was unusually high and our cost basis in many of

r older mortgage securities was significantly reduced due to the dramatic increase in cash flows. When our cost basis in the residual ‘
urities reaches zero, the remaining future cash flows received on the securities are recognized entirely as income. This was the case of the
sidual securities we retained from the 2000-2, 2001-1 and 2001-2 securitizations at December 31, 2005 as shown in the table above.

51




During the first quarter of 2008, to ensure we maintained our REIT qualification, we contributed certain bonds from the REIT to the TRS.
We isolated derivative cash flows received from certain residual securities and created the CT Bonds. We then contributed the CT Bonds
from the REIT to our TRS. This transaction may add volatility to future reported GAAP earnings because both the |Q Bonds and CT Bonds
will be evaluated separately for impairment. Historically, the CT Bonds have acted as an economic hedge for the 1O Bonds that are
retained at the REIT, thus mitigating the impairment risk to the IO Bonds in a rising interest rate environment, As a result of transferring the
CT Bonds to the TRS, the 10 and CT Bonds will be valued separately creating the risk of earnings volatility resuiting from other-than- _
temporary impairment charges. For example, in a rising rate environment, the 10 bond will generally decrease in value while the CT Bond
will increase in vaiue. If the decrease in value of the 1O Bond is deemed to be other than temporary in nature, we would record an
impairment charge through the income statement for such decrease. At the same time, any increase in value of the CT Bond would be
recorded in accumulated other comprehensive income.

Summary of Securitizations.

The following tables provide a summary of the loans collateralizing our securitizations structured as sales as well as the outstanding
asset backed bonds which were outstanding at December 31, 2006 and 2005:

Table 13 — Summary of Securitizations
{dollars in thousands)

As of December 31, 2006

Loan Collateral Asset Backed Bonds

i . Prepayment .
Percent of Penalty Weighted B
- Weighted Loans With  Period for " Average Estimated
Securitization Original ~ Current  Average . Prepayment Loans w/ Remaining Interest Months to

Trust Issue Date  Principal _ Principal  Coupon Penalties  Penalty (Yrs.} Principal Rate Call
NMFT Serles: el e oo
20023 _9/27/2002% _750003$ _ 73038 892% _ 39% 025 _$__ 69709 _605% - _._.3:
£Q03-1 ... 2A27/2003__ 1,300,_15_1____ 173,155 809 38 _ 034 161034 617 _ 10
20032 ____ _612/2003 1499998 214894 792 M - 052 205224 614 . 13
2003-3 . _ 9M6/2003 1499374 282333 762 4 064 273863 623 23
2003-4_  11/20/2003 1499732 _ 260628 827 _ 36 062 _ 253505 _ 637 _ _ 15
20041 3/11/2004 1,750,000 309.992 901 41 049 287578 639 12
20042 _6/16/2004_ 1399999 _ 274,380 9.06 54 _ 063 249761 633 14
2004-3 - 9/9/2004 2199995 _ 496297 931 50 0B85 452297 638 16
2004-4 __ __11/18/2004 _2,500000 _ 642881 943 38 031 613188 622 _ 16
20051 2/22/2005__ 2100006903930 775 42 020 879083 583 20
20052 5/27/2005 _ 1,799,992 972061 _7.65 _ . 73____ . _ 049 __ _ 963061 580 . 27
2005-3 _  _ _9f22/2005 2499983 1,566,120 745 71 067 1499111 572 = 32
2005-4  _ _ _ 12/15/2005__1,599.999 1109493 789 70 084 1056693 _ 569 ...
2006-2 __6/19/2006 1,021,102 w8'{0,6_31_ 8vy6 68 111 852451 554 42
20063 6/20/2006 1,100,000 992739 897 . 67 _ _._ 121 _ 967,989 555 _ .45
.2_006-4_4__ ~ _B/29/2006 _1,025358 951206 925 60 - 115 = 922495 552 45
2006-5 _  __ 9/28/2006 1,300,000 __1.250,254  9.37 8 _ .. 124 1218404 555 48
2006-6 . _11/30/2006_ 1,250,000 1242134 906 €3 138  _ 1209009 555 . _52

Totat . . 528,095677$12,586,366 8. 52% 80% 084 §12,134,450 5.77%
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As of December 31, 2005

Loan Collateral

Asset Backed Bonds _ ' C

Prepayment K
Percent of Penalty Welghted .

: o Weighted Loans With  Period for Average Estimated
Securitization _ Original ~ Current ' Average Prepayment Loansw/ Remaining Interest Months to
Trust ' Issue Date  Principal Principal Coupon ~ Penalties Penalty (Yrs.)  Principal Rate ‘ Call

NMFT Series: , . ' N ; . e
2000-1 3/31/2000$ 230,138 % 14,899 - 10.25% - %, - - % 13,966 . 5.40% . -
2000-2 9/28/2000 339,688 19,671 10.34 . - 18,828 622 -
_59_01-1 3/31/2001 415,067 36,504_ 10.24 26 0.05 35,736 5.13 s
2001-2 9/25/2001 800,033 *80,033 9.74 42 0.25 76,483 4.83 2
' 3/28/2002 499,998 63,126 9.10 42 0.43 59,970 4.80 7]
6/28/2002 310,000 43,692 9.61 38 0.48 41,288 479 9
9/27/2002 750,003 116,150 8.56 34 0.55 ~ 112,085 4.78 11
2/27/2003 1,300,141 275785  8.05 34 0.61 234,639 563 - 20
~~a..B/12/2003 1,499,998 346,390 ___ 7.86 58 0.83 ...327640 540 22 |
9/16/2003 1,499,374 451,033 7.68 58 0.99 428,533 525 31
_11/20/2003____ 1,499,732 476,251 8.04 53 0.90 458,251  5.25 25
3/11/2004 - 1,750,000 750,080 ..7.57 60 0.67 727,330 494 23
6/16/2004____ 1,399,999 681,199 _ 7.43 .79 0.83 655,998 4.96 25]
9/9/2004 2,199,995 1,206,415  7.73 81 0.96 1,162415 501  -.. 28
11/18/2004___ 2,500,000 1,498,414 ___ 7.59 " 76 0.84 MLG_GZ.LQ‘&M,,&W%WM;MMWZB
2/22/2005 2,100,000 ' 1,543,208  7.62 71 095 _ 1516959 478 ‘32
5/27/2005_ 1,799,992 1,527,351 7.69 69 1.14 1,518,351 4.74 38J
9/22/2005 2,499,983 2:378,349  7.52 66 1.27 2,310,849 469 :
005-4 {A) 12/15/2005 1,221,055 1,213,728 7.95 64 1.35 1,528,673 4.60 l
-$ 24615196 ¢ 12,722,279 7.72% 1.01 $ 12,695,159 4.87%

67%

, 20, 2006,

A)  OnJanuary 20, 2006 the Company delivered to the trust the remaining $378.9 million in loans collateralizing NMFT Series 2005-4. All of the bonds
were issued to the third- paﬂy investors at the date of initial close, but we did not receive the escrowed proceeds related to the final close untll January
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The following table provides infarmation on the FICO scores, weighted average coupons and original weighted average
loan-to- values for our Ioans collateralizing our securitizations structured as sales as of December 31, 2006 and 2005.

Table 14 — Mortgage Loans Collateralizing Mortgage Securities by FICO Score
(dollars in thousands)

As of December 31, 2006 As of December 31, 2005
~ Original Original
Weighted Welighted Weighted Weighted
A Current Average Average Loan- Current Average Average Loan-
FICO Score Principat Coupon to-Value ___ Principal Coupon to-Value

FICO score not : _ !
lavallable_ _____$ 7733 10.08% - 694% _$ 10004 954% _____ 702% !
540 and below 922909 _ 9.85 774 965704 899 780
54010579 1,942,624 9.28 79.6 ....1.981585 844 795 |
580to619 . 2.728305 8.79 82.5 2505987 783 . 81 __
62010659 2923022 827 826 2946485 747 823
660andabove 4061773  7.85 830 4312514 716 830
\Total _  § 12,586,366  8.52% 81.9% $§ 12722278  7.72% 81.7% |

The following table provides information on the collateral location for our loans collateralizing our securitizations
structured as sales as of December 31, 2006 and 2005.

Table 15 — Mortgage Loans Collateralizing Mortgage Securities by Collateral Location

As of December 31, 2006 As of December 31, 2005
Collateral Location Percent of Total . Collateral Location Percent of Total
Florida _ _ . _ .. _____ . 20% _California_ - - _18% __ _
California____ e ' 15 . ___ _Forda .18
Texas 5 ~ Texas s o
All olher states {each less All other states (each less
than 5% of total) . 60 than 5% of total) . 59
[ Total ) 100% Total ' 100% P

The following table provides information on the product type for our loans collateralizing our securitizations structured as
sales as of December 31, 2006 and 2005,

Table 16 — Mortgage Loans Collateralizing Mortgage Securities by Product Type
{dollars in thousands)

As of December 31,

. : Product Type . 2006 . 2005
2-Year Fixed__ e $ __ 6078256 _ $ ____ _ 7,112.368
30-Year Fixed ' - - .. 2,353,660 i 2,156,910
2 Year Fixed Interest-only . . el ....AB55805 _ 1,780,297
2-YearFixed40/30 . . __ : 899385 . 20435
30/15-Year Fixed _ _ : 484363 _ _ __ . ... .418580
15-Year Fixed o . 356506 418,237
3-Year Fixed ‘ . 278,350 426,511
Other Products 480,241 388,931

L_Oulstandmg prlnclpal ______ _ $ 12,586,366 & 12,722,279




The followmg table provides delinquency informaltion for our Ioans collaterahzmg our securitizations structured as sales

as of December 31 2006 and 2005

e

Table 17— Mortgage Loans Collaterallzing Mortgage Securltles Dellnquencies and Real Estate Owned

{dollars in thousands)

)

. As of December 31, - B

. _ 2006 , 2005
C e : Percent of Percent of
L e Current Priqclpal Total __ Current Principal Total .
Current - $ 11,488,283 % 12,210,770 '_,_;9_6%___]
' 30-59 days delmquent 288,208 2 106,918 1
60-89 days delinquent . 148,986 1o 63,413 o]
90 + days delinquent 67.622 1 8833 1
In process of foreclosure 347,285 3 167,898 ]
~ Real estate owned o - 245,981 2 . 104943 . 1
[ Total principal and real estate owned : $ 12,586,366 100% 12,722,279 100% |
Mortgage Securities - Trading.
The following tables provide a summary of our portfolio of trading securities at December 31, 2006 and 2005:
Table 18 — Mortgage Securities - Trading
(doblars in thousands)
As of December 31, 2006 s
_ _ " Amortized Cost Number of Weighted Average
S&P Rating _ Original Face Basis __ Fair Value Securities Yield
A% 2198 § 2,202 $___ 2195 ' 1 6.40% |
A 15892 15,444 15,466 3 6.95 ,
LA . 13432 12,338 12227 .. 4 10.52 ]
__BBB+ 53,657 51,442 51,367 14 856
[ _BBB 99,795 . 93,035 92,750 24 o71 ]
BBB- 135890 121,971 120,003 28 11.94 -
8B+ 31,733 25,584 25,181 _ 8 16.25 3
BB . 13,600 - 10,028 - -10a72 3 19.50 .
|__Total __$ »365898 ~§ ' 332,045  $ 329,361 - 85 . 11.03%. )
As of December 31, 2005
Amortized Cost Number of ‘ Weighted Average-
S&P Rating__ Original Face Basis __Fair Value Securitles Yield
LA .8% 11200 - $- 10858 . $ 10881 <1 L. 800% .
BBB+ _ 11,200 9,391 9,193 1 13.00
BBB 12,000 8,825 9.045 1 1700
BBB- . 20,000 14,115 14,619 1 19.00
[ Total $ 54400 _$ 43189  § 43738 4 . 1459% |
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As of December 31, 2006, mortgage securities — trading consisted of subordinated securities which were retained from
our securitization transactions in 2005 and 2006 as well as subordinated securities purchased from other issuers during
2006. As of December 31, 2005 mortgage secwrities — trading consisted of subordinated securities which were retained
from our securitization transactions in 2005. The aggregate fair market value of these securities as of December 31,
2006 and December 31, 2005 was $329.4 million and $43.7 million, respectively. Management estimates their fair value
based on quoted market prices. The market value of our mortgage securities - trading fluctuates inversely with bond
spreads in the market. Generally, as bond spreads widen (i.e. investors demand more return), the value of our mortgage
securities - trading will decline, alternatively, as they tighten, the market value of our mortgage securities — trading will
increase. We recognized net trading {Josses) gains of $(3.2) million and $0.5 million for the years ended December 31,
2006 and 2005, respectively. As bond spreads have continued to widen into early 2007, we could experience additional
mark-to-market losses on our mortgage securities - trading if this trend does not reverse.

We expecl to continue to retain, acquire and aggregate various ABS with the intention of securing non- reeourse Iohg-
term financing through securitizations while retaining the risk of the underlying securities by investing in the equrty and
subordinated debt pleces of the CDO. '

Mortgage Servicing Rights. -

We retain the right to service mortgage loans we originate, purchase and have securitized. Servicing rights for loans we
sell to third parties are not retained and we have not purchased the right to service those loans. As of December 31,
20086, we had $62.8 million in capitalized mortgage servicing rights compared with $57.1 million as of December 31,
2005. This increase was due to the addition of $39.5 million in capitalized mortgage servicing rights from securitizations
structured as sales we completed durlng 2006 offset by amortization of mortgage servicing rights of $33.6 million for
2006. . S : | Co :

Warehouse Notes Receivable.

Warehouse notes receivable increased to $39.5 million at December 31, 2006 from $25.4 million at December 31, 2005.
These notes receivable represent warehouse lines of credit provided to a network of approved mortgage lenders. The
increase in warehouse notes receivable from 2005 to 2006 is a result of growth in-this business.

Accrued Interest Receivable.

Accrued interest receivable increased to $37.7 million at December 31, 2006 from $4.9 million at December 31, 2005.
This increase is directly related to the significant increase in our loan balances at December 31, 2006 from December 3,
2005.

Real Estate Owned.

Real estate owned increased to $21.5 million at December 31, 2006 from $1.2 million at December 31, 2005. This
increase is directly related to the significant increase in dur mortgage loan held-in-portfolio balances at December 31,
2006 from December 31, 2005. The stated amount of real estate owned on our consolidated balance sheet is net of
expected future losses on the sale of the property. In addition, we experienced a hlgher rate of delinquencies from loan
borrowers in 2006 which brought about an increase in foreclosures.

Derivative Instruments, net.

Derivative instruments, net increased to0.$16.8 million at December 31, 2006 from $12.8 million at December 31', 2005.
These amounts include the collateral (margin deposits) required under the terms of our derivative instrument contracts,
net of the derivative instrument market values. Due to the nature of derivative instruments we use, the margin deposits
required wil! generally increase as interest rates decline and decrease as interest rates rise. On the other hand, the
market value of our derivative instruments will decline as interest rates decline and increase as interest rates rise.

Shori-term Borrowings.

Mortgage loan originations and purchases are funded with various financing facilities prior to securitization or sales to
third parties. Repurchase agreements are used as interim, short-term financing before loans are sold or transferred in our
securitization transactions. In addition we finance certain of our mortgage securities by using repurchase agreements. As
of December 31, 2006 we had $2.2 billion in short-term borrowings compared to $1.4 billion at December 31, 2005. The
balances outstanding under our short-term repurchase agreements fluctuate based on lending volume, equity and debt
issuances, financing activities and cash flows from other operating and investing activities. See Table 35 for further
discussion of our financing availability and liquidity.
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Asset backedbonds : S, - o

.
o .o ry

We have |ssued asset-backed bonds secured by mortgage foans and securilies as’a. means tor Iong-term frnancrng As
of December 31, 2006 we had $2.1 billion.in asset-backed bonds compared to $152.6 million at December 31, 2005. We
executed two loan securitizations treated as financings during 2006 which increased our asset-backed bonds by $25
billion. This increase was partially offset by bond payments during the year. =~ .. -~ o

Junior Subordinated Debentures. v RS v
Junior subardinated debentures increased to $83.0 million.at December 31, 2006 from $48.7 miflion at December 31,

2005. On April 18, 2006 we issued $36.1 million aggregate principal amount ot unsecured floating rate junior -
subordinated debentures and received net proceeds of $33.9 million.

Stockholders’ Equity. e SR g

C .. )
The decrease in our shareholders’ equity as of December 31 2006 compared to December 3, 2005 isa resuit of the
foIIowrng increases and decreases . Lhes . . U v .
Shareholders’ equrty increased by:* . ) 4

¢ $72.9 mitlion due to net income recognlzed for the year ended December 31, 20086;

« $148.8 million due to issuance of common stock;
» $30.0 million-due to impairment.on mortgage securities — available for sale reclassified to earmngs '
= $2.5 million due to compensation recognized under incentive stock plans; - e . T
« $0.9 million due to issuance of stock under incentive stock plans;
» $7.2 million due to tax benefit derived from the capitatization of an affiliate; and ' - .o
. $0. 2 mlll|on due to the increase in unrealrzed garns on denvatrve |nstrumertts used in cash f!ow hedges
Shareholders’ equity decreased by T Y

« $0.3 million due to adjustments on derivatives instruments used in cash flow hedges reclassified to earnings;
o $99.7 million due to the decrease in unrealized gains on mortgage securities classified as available-for-sale;
« 3$5.1 million due to the decrease in unrealtzed garn on mortgage securmes avallable-for-sale related to repurchase
of mortgage loans from securitization trusts; - ) oo
« $198.2 million due to dividends accruedor pald on common stock oo ;
'$6.7 million due to dividends accrued or paid on preferred stock; and
«  $2.2 million due to'dividend equwalent rights (DERSs) paid in cash.

o

L

Lot

Results of Operations
December 31, 2006 as Compared to December 31, 2005

During the twelve months ended December 31, 2006 we earned net income available to common shareholders of $66.3
million, or $1.92 per diluted share compared with $132.5 million or $4.42 per diluted share for the same period in 2005.

As discussed under “Executive Overview of Performance,” net income available to common shareholders decreased
during the twelve months ended December 31, 2006 as compared to the same period in 2005 due primarily to:

» Decline in gains on sales of mortgage assets of $23.4 million. This was due primarily to an increase of $25.4
million to the reserve for losses related to loan repurchases on loans we sold to third parties. Because of the
performance of our 2006 loan production, we anticipate a greater leve! of loan repurchase requests than we
have had historically, requtnng us to increase this reserve.

* Increase in provision for credit losses of $29.1 million due to the securitization of $2.6 billion of mortgage loans
during the second and third quarters of 2006 structured as financings. An allowance for loan losses was
recorded for estimated probable losses within the mortgage loans. Most of this increase is due to the initial
establishment of the reserve, yet, the provision is higher than anticipated due to increased delinquency rates.

» Increasein |mpa|rments on mortgage securities — available-for-sale of $13.1 million. These impairments were
driven largely by increasing credit loss assumptions mostly in our 2006 vintage residual securities. :
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« Interest income from our securities portfolio as well as the net yield on these securities declined. Although the
overall balance of our mortgage securities increased in 2006 from 2005 because of the purchase and retention
of subordinated securities, inlerest income — mortgage securities decreased by $24.0 million from 2005 and the
net yield also decreased by 12.29% from 2005. These declines were primarily a result of the addition of lower-
yielding securities and the erosion in our portfolio of residual securities caused by margin compression, credit
deterioration and normal paydowns. . ‘

December 31, 2005 as Compared to December 31, 2004.

During the twelve months ended December 31, 2005, we eamed net income available to common shareholders of
$132.5 miillion, or $4.42 per diluted share, compared with net income of $109.1 mllhon or $4.24 per diluted share for the
same period of 2004.

Net income available to common shareholders increased during the twelve months ended December 31, 2005 as
compared to the same petiod in 2004 due primarily to:

+ Increase in income generated by our mortgage securities — available-for-sale portfolio, which increased to
$505.6 million as of December 31, 2005 from $489.2 million as of December 31, 2004. The higher average
balance along with a higher net yield on our mortgage securmes in 2005 led to the increase in income on our
mortgage securities. ‘

e Increase in interest income on servicing funds we hold as custodian driven by higher short- term interest rates in
2005 compared to 2004,

+ Increase in gains on derivative instruments due to the significant increase in short-term interest rates.

Ali three of these factors were able to offset the decline in gains on sales of mortgage assets which resulted from the
decline in mortgage banking profit margins. . :

Net Interest Income.

We earn interest income primarily on our mortgage assets which include mortgage securities available-for-sale,
mortgage securities trading, mortgage loans held-in-portfolio and mortgage loans held-for-sale. tn addition we earn
interest income on servicing funds we hold as custodian along with general operating funds. Interest expense consists
primarily of interest paid on borrowings secured by morigage assets, which includes warehouse repurchase agreements
and asset backed bonds.
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The following table provides the components of net interest income for the years ended December 31, 2006, 2005 and
2004, . : ; . : . .

Table 19 — Net Interest Income . .
(dollars in thousands) : . <

For the Year Ended December 31,

oo ' . . 2006 2005 - 2004
Interest income: - 4 1
[Montgage securities_. .____. —§ _ 164858. _$___ 188856, $___ 133,633
_ Mortgage loans hetd-for-sale , - : 157,807 -~ 105,104 - 83,571
Mortgage loans held-in-portfolio ». 134,604 4,311 6,673
Other interest income ) ) 37621 22,4586 6,968
[ Total interest income o ' 494,890 - 320,727 _ 230,845
Interest expense: o :
[ Short-term borrowings secured by mortgage loans - 121,628 58,492 - 31,411
Short-term borrowings secured by mortgage securities 14,237 © 1,770 - 4,836
[_Other short-term borrowings ' T T ass - .
Asset-backed bonds secured by mortgage loans 88,117 ' 1,810 ' 2,9_§Q
{_ Asset-backed bonds secured by morigage securities - 3860, - 15,628__ ° 13,255
Junior subordinated debentures ' 7,001 3,055 . :
{ " Total interest expense . 235,331 80,755 52,482
Nt interest income before provision for credit losses _ 259,559 238972 ' 178,363
E;ovision for credit losses ‘ (30,131)__, (1,038) (?2_63
Net interast income % 229,428 $ 238,934 - % 177,637

Our net interest income decreased to $228.4 million for the year ended December 31, 2008 from $238.9 million for -
December 31, 2005. While our interest income increased in 2006 due to higher average mortgage loan balances, this
increase was offset by an increase in our intérest expense as a result of higher average outstanding debt balances as
well as increases In the cost of this financing, due to increasing short-term interest rates. In addition, the significant
increase in our provision for credit losses reduced our net interest income for 2006 as compared to 2005. The increase
in the provision for credit losses in 2006 is due largely to the transfer of $2.7 billion of mortgage loans from the held-for-
sale classification to the held-in-portfolio classification during the first quarter of 2006 as a result of securitizing these
loans ih transactions structured as financings, which were completed during the third quarter of 2006. A provision for
loan losses was recorded for estimated probable losses within our portfolio of mortgage loans classified as held-in-
portfolio. Also contributing to the increase in the provision for credit losses in 2006 is deterioration in credit quality of our
loans. Our allowance for credit losses will be impacted in the future by our securitization strategies as well as
delinguency and loss rates in our portfolio of mortgage loans held-in-portfolio.

Activiiy in the allowance for credit losses on mortgage loans — held-in-portfolio is as follov{as tor the three years ended
Deécember 31, (dollars in thousands):

. 2006 2005 2004
Balance, beginning of period $ 699_§ 507 _$_ . 1319
Provision for credit losses , e 30,131 1,038 726
‘Charge-offs, net of recoveries , (8,378)_ (846) (1,538)
Balance, end of period A $ 22,452 § 699 § 507

As shown in table 20, below, our average net security yield decreased to 29.82% for 2008 from 42.11% for 2005 and
32.77% for 2004. The decrease in our average security yield from 2005 to 2006 is primarily a result of margin
compression as well as our retention and purchase of lower-yielding residual and subordinated securities. The increase
in yield from 2004 to 2005 is a result of lowering credit loss assumptions in 2005 due to better than expected
performance as a result of substantial housing price appreciation.
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The following lable presents the average balances for our mortgage securities, morntgage loans held-for-sale, mortgage
loans held-in-portfolio and our repurchase agreement and securitization financings for those assets W|th the
corresponding yields tor the years ended December 31, 2006, 2005 and 2004

Table 20 — Net Interest Income Analysis
(dollars in thousands)

For the Year Ended December 31,
2006 2005 2004
Mortgage securities interest analysis . .
Average balances:
[ Mortgage securities (A)

$_ 492155 8 407,118.S__ 352,608

1 i et e e

» Short-term borrowings §egq5eq by mortgage securities 223,715 42,376 167,822
{_Asset-backed bonds secured by mortgage securities — 5483 _ 227,733 166,868
Yield analysis: . e e

| _Interestincome (A) . . _ __3350% . _46,39% . _37.90%
) I-r;terest expense shon-t_erm' borrowings - __6.36% .. A18% _%2_88‘3/:
r_hlnte[e_sl expense asset backed bonds 7.04% 6.86% 7.94%
{ Total financing expense o ) 6.50% 6.44% 5.41%
_Netinterestspread == 27.00% 39.95% 32.49%
{Netyield®) . _ - 29.82% ___ 42.11% 32.77%

Mortgage loans held-for-sale interest analysis
Average balances:

| _Mortgage loans held-for-sale ' % 1, 757 246 § 1 338 716 $__ 1,198, 534
Short-term borrowings secured by mortgage loans held-for-sale - 1,680,337 1,242,388 1,172,607
Yield analysis: - - N
[interestincome 8.98% ~ 7.85% 6.97%
__Interest expense short-term borrowmgs _ 6.01% 467% 2.68%
| Netinterestspread o 2.97% 3.18% 4.29%
Net yield (B) 3.24% 3.51% 4.35%

Mortgage loans held-in-portfolio interest analysis
Average balances:

! Morigage loans held m—portfoho 51,790,302 8 47857 8 75 337
Asset-backed bonds secured by mortgage loans held-in-portfolio . _1511,650 42,916 wﬁ“,_ﬂ”5§7
Shon -term borrowings secured by morgage loans held-in-portfolio 327,809 — ,—_—]
Yleld analysis: e e,
"Interestincome 752% _ 901%____ B.86%
Interest expense asset backed bonds 5.83% 4.22% 4522;
) Jn&erest expense short-ferm borrowings 2.53% _ % __ %
|_Total financing expense . o 5,78% _ 4.22% 4.22%
Netinterestspread = . 1.74% 4.79% 4.64%
(Netyied@®_ | G 158%___ 523% - 4.90%

(A) Consists of the average cost basis of our mortgage securities-available-for-sale portfolio as well as the average fair value of
our mortgage securities trading portfolio. The yield information does not give effect to the changes in fair value of our
mortgage securities-available-for-sale porttolic which are reflected as a component ot shareholders’ equity.

{B) Net yield is calculated as the net interest income divided by the average daily balance of the asset. The net yield will not equal
the net interest spread due to the difference in denominators of the two calculations.
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Mortgage Portfolio Net Interest income. Our portfolio income comes from mortgage loans either directly (mortgage loans
held-in-portfolio and mortgage loans held-for-sale) or indirectly (mortgage securities). Table 21 attempts to look through

. the balance sheet presentation of our portfolio income and present income as a percentage of average assets under
management. The net interest income for morigage securities, mortgage loans held-in-portfolio and mortgage loans held-
for-sale refiects the income after interest expense, hedging and credit expense (mortgage insurance and provision for
credit losses). This metric allows us to be more easily compared to other finance companies or financial institutions that-
use on balance sheet portfolio accounting, where return on assets is a common performance calculation. '

Qur porifolio net interqét yield on assets was 1.21% for the year ended December 31, 2006 as compared to 1.76% and
1.70% respectively, for the same periods of 2005 and 2004. The decrease in yield from 2006 and 2005 can be attributed
primarily to the addition of lower-yielding securities and recording a higher provision for credit losses in 2006 compared to
2005. , . _ - . :

The increase in yield trom 2004 to 2005 can be attributed to the lower than expected credit losses due to rising housing
prices which resulted in the lowering of our credit loss assumptions on certain mortgage securities available-for-sale as
previously discussed. In addition, net settlement expense on non-cash flow hedging derivatives was lower in 2005
compared with 2004 as shori-term interest rates increaséd in 2005.

We generally expect our net interest yield on portfolio.assets to be in the range of 1% to 1.25% over the long-term.
Table 21 shows the net interest yield on assets under management during the years ended December 31, 20086, 2005
and 2004, ) . - T " . - =

i
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Table 21 — Wortgage Portiolio Management Net |nterest Income Anaiysis
(dollars in thousands)

" Mortgage
. Securities ~ Mortgage Mortgage
' Available-for- Loans Held- Loans Heid- -

For the Year Ended: ' ‘Sale in-Portfolio” for-Sale Total
December 31, 2006 B e
Interestincome (A)_______ o _§ 139021 $_ 134604 $ 157807 % __ 431433
Interest expense; :

Short-term borrowings - X 18,12_0 103508 121628
L_Asset-backed bonds, _ o - 88,117 - 8811?
... _Total interest expense (B) v . - 106,237 103,508 209,745
Mongage portfolio net interest i mcome hefore other . ) . s
expense - 139021 28367 54299 221687
Other {expense} income (C) e . - (36,401) 3,688 (32, 713)
Mongage portfolio net interest income (expense) .5 139,021 % (8,034 $ 57,987 $ 188,974
Average balance of the underlying loans *____$ 12,057,038 $ 1790302 "$ 1.757.246 _$ '15.604.566
Net interest yield on assets t - 1.15% . (0.45%) _ 3.30% . 1.21%
December31,2005 .. .. . _ . __ e
Interestincome(A) . . $ 188856 $ __ 4311 $ 105104 $__ 298271
interest expense:

_Short-term borrowings = = 58492 584982
I"Assetbackedbonds — 1,810 — 1,810
__ Total interest expense (B) et — 1,810 58,492 60,302
‘Mortgage portfolio net interest income before other -
expense. . . ... .. ... _ 188,856 2501 _ _ 46612 _ _ 237,969
Other income (expense) (C) L 1,651 (1.124) (2,580) {2,053)
Mortgage portiolio net interest income $ 190,507 $ 1,377 $ 44,032 $ 235,916
Average balance of the underlyingloans 812006929 §$ _ 47857 § 1338716 § 13,393,502
Net interest yield on assets o 1.59% 2.88% 3.20% 1.76%
December31,2004_ .
interestincome (8 . _ S 133633 $ 6673 $ B35S\ S __ 223877
Interest expense:

_ Short-term borrawings N L — = 31,411 31,411
. Asset-backedbonds = - 2,980 ) 2,980
__Total interest expense (B) e B — 2,980 3411 34,391
Mortgage portfolio net interest income before other E
cexpense 133633 _ 3693 52,160  ____ 189,486
Other income (expense) (C) o 368 {1,253) ~{23,123) {24,008)
Montgage portiolio netinterestincome _ . _$ 134001 § 2440 $ 29,037 § 165478
Average balance of the underlyingloans = $ 8431708 $§ 75337 § 1,198534 § 9,705,579
Net interest vield on assets. o 1.59% 3.24% 2.42% 1. 70%

(A)
=)
©

and inlerest income earned on our cash accounts and warehouse relaled advances.
our junior subordinated debentures and interest expense on our servicing advance facility.

cradit losses).
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Gains on Sales of Morfgage Assets. e : . I

The following table shows the changes and makeup of our gains on sales oi mortgage assets for the three years ended
December 31, 2006, 2005 and 2004. . .

Table 22 — Gains on Sales of Mortgage AssetQ
{dollars in thousands)

i For the Year Ended December 31,

e N ~ 2006. o 2005 - 2004 -~
Gairis on sales-of mortgage loans transterred in securitizations__ :$_ 50215 _$§ _ . 58,765 _$ _ 144,252
Gains on sales of morigage loans to third parties - o
nonconformmg . 28 456 ... 13.3. =
Reserve for logses-loans sold to third parlies __ o ——— (28 617} _ (3288 . _;
Gains on sales of mortgage loans to third parties —conforming __ __ _ —__._ . . %0 1436
Losses on sales of real estate owned _ - " (7166 ____ (880) . __(739)
Gains on sales of trading securites 8t = . =
Elimination of gains from discontinued operations_ . __ (1,490 __ (3 025) —
Gains on sales of mortgage assets * Co8 4 749§’ 65,148 'S 144,950

Gains on sales of mortgage assets were $41.7 million for the year ended December 31, 2006 compared to $65.1 million
“and $145.0 million for the years ended for December 31, 2005 and 2004, respectively. The decrease in gains recognized
between 2006 and 2005 is due primarily to an increase of $25.4 million to the reserve for losses in 2006 related to loan
repurchases on sales to third parties due to an increase in the number of repurchase requests we received from third

parties. The decrease in gains recognized between 2005 and 2004.is a result of a $0.7 billion decline in loans
securitized as well as significant profit margin compression driven by a whole loan price decline period over period.

Activity in the reserve for repurchases is a{s follows.for the three years ended December 31, (dollars in thousands):

e 2006 ‘" 2005 a 2004
Balance begmnlng ofperod . & 2345 §  — & . __ —
Provision for repurchased | Ioans I .- 1 - L 32688 = 0 =
Charge-offs, pet .= - 6,189 (920) -
Balance, end of period ' $ 24773 § 2,345 § -

The fol!owmg table prowdes a summary of our mortgage toan securltlzatlons treated as sales by year with the significant
assumptions used at the time of secur|t|zat|on to value the residual securities we retalned

Table 23 — Mortgage Loans Transferred in Securitizations Structured as Sales . o
{dollars in thousands) .
. ) . . - Weighted Average Assumptions
' ) C Underlying Initial Value of Mortgage
- : . : Securities — Available-for-Sale

. o Expected
‘ Whole Loan : : Total
‘ e Price Used in . Initial - : Credit -
: . the Initial - : Cost Losses,
For the Year Valuation of Basis of Constant Net of"
Ended Principal Retalined Net Gain Retained Prepayment Discount WMortgage
December 31, Amount  Interests  Recognized  Securities Rate Rate  Insurance
2006  $6,075405 10186  § 50,215 $ 244978 .  43%  15%  3.20% ;
2005  §7621030 __ 102.00 $ 58,765 $§ 332,420 40%  15% 2.47%
' 2004 % 8,329,804 10328. % 144,252 $ 381,833 33% 22% _ A477% |
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The following table summarizes our sales of nonconforming loans to third parties for the years ended December 31, 2006
and 2005. There were no sales of nonconforming loans to third parties for the year ended December 31, 2004. This table
shows the impact of the provision for losses related to foan repurchases on our net gain (loss) recognized from loan
sales in 2006 and 2005. This table also shows the impact of the lower whole loan sales prices on the gains recognized.
We will continue to sell loans to third parties which do not possess the economic characteristics which meet our long-
term portfolio management objectives. . ’

Table 24 — Mortgage Loan Sales to Third Parties — Nonconforming -
(dollars in thousands)

For the Year Ended Net (Loss)Gain Weighted Average Price to Par
December 31, __ Principal Amount Recognized of the Loans Sold
.. _ 2006 _ _$ . 2248633 _§ (161) 101.57% L

2005 $ 1,138,098 § 9,918 102.01%

Gains (Losses) on Derivative Instruments.

We have entered into derivative instrument contracts that do not meet the requirements for hedge accounting treatment,
but contribute to our overall risk management strategy by serving to reduce interest rate risk related to short-term
borrowing rates. Additionally, we transfer certain of these derivative instruments into our securitization trusts when they
are structured as safes to provide interest rate protection to the third-party bondholders. Prior to the date when we
transfer these derivatives, changes in the fair value of these derivative instruments and net settlements with
counterparties are credited or charged to current eamings. The derivative instruments we use to mitigate interest rate risk
will generally increase in value as short-term interest rates increase and decrease in value as rates decrease. Fair value,
at the date of securitization, of the derivative instruments transferred into securitizations structured as sales is included
as pan of the cost basis of the mortgage loans securitized. Derivative instruments transferred into a securitization trust
are administered by the trustee in accordance with the trust documents. Any cash flows from these derivatives projected
to flow to our residual securities are included in the valuation. The gains (losses) on derivative instruments can be
summarized for the years ended December 31, 2006, 2005 and 2004 as follows:

Table 25—Gains (Losses) on Derivative Instruments
{dollars in thousands)

For the Year Ended December 31,

s 2006 . 2005 , 2004
Increaseinfairvalve . _ _ . ____$§ _ 384 $ 15224 $ . 10586
Net settlement income (expense) e e ... 9837 4857 (19.065)
Losses on commitments to originate morigage loans _ (1.693) (1,726) __. (426)
Gains (losses) on derivative instruments - . $ 11,998 - § 18,155 § (8,905)

Impairment on Mortgage Securities - Available-for-Sale.

To the extent that the cost basis of mortgage securities — available-for-sale exceeds the fair value and the unrealized loss
is considered to be other than temporary, an impairment charge is recognized and the amount recorded in accumulated
other comprehensive income or loss is reclassified to earmings as a realized loss. For the years ended December 31,
2006, 2005 and 2004, we recorded an impairment loss on our mortgage securities available-for-sale of $30.7 million,
$17.6 million and $15.9 million, respectively. The increase in impairments in 2006 was primarily driven by an increase in
projected losses due to the credit quality of the loans declining in 2006 from 2005. The following table summarizes the
impairment on our mortgage securities — available-for-sale by mortgage security for the years ended December 31, 2006,
2005 and 2004. ’




Table 26 — Impairment on Mortgage Securities — Available-for-Sale by Mortgage Security
{doliars in thousands) . . - .

For the Year Ended December 31,

. _ 2006 2005 2004
Mortgage Securities - Available-for-Sale: e
NMFT Series 1999-1 R T e OO £ A T -1/
NMFT Series 2004-1 s -
'NMFT Series 2004-4 - . T T e
NMFT Series 2004-2 o = R -2
NMFT Serie5 2004-3__ ~ D, - . = . ....1.947
NMFT Series 2004-4 L =148 —
'NMFT Series 2005-1 = 1,426 =
NMFT Series 2005-2 - 7,027 -
NMFT Series 20083 T T T smy . 7ss3_ =
NMFT Series 2005-4 - e e e 7,738 — —
NMFT Series 2006-2 L 7879 -
NMFT Series 2006-3 B0 e
NMFT Series 2006-4 e 5906 =
Impairment on mortgage securiiies-avairabl_é-'for-sale ' $ ,30690 $ 17619 § '15,902
Fee income. '

Our fee income declined slightly to $29.0 million for the year ended December 31, 2006 from $30.7 million for 2005 and
2004, Fee income primarily consists of service fee income. Service fees are paid to us by either the investor or the
borrower on mortgage loans serviced. Fees paid by investors on loans serviced are determined as a percentage of the
principal collected for the loans serviced and are recognized in the period in which payments on the loans are received.
These fees are approximately 0.50% of the outstanding batance of the loans being serviced. Fees paid by borrowers on.
loans serviced are considered ancillary fees related to loan servicing and include late fees and processing fees. Revenue
is recognized on fees received from borrowers when an event occurs that generates the fee and they are considered 10
be collectible. Servicing fees received from the securitization trusts were $59.2 million, $59.8 million and $41.5 million for
the years ended December 31, 2008, 2005 and 2004, respectively.

The amortization of mortgage servicing rights is also included in fee income. Mortgage servicing rights are amortized in
proportion to and over the estimated period of net servicing income. Generally, as the size of our servicing portiolio
increases the amortization expense will increase. In addition the amortization of mortgage servicing rights is impacted by
our assumptions regarding prepayment speeds for the loans being serviced for investors. During periods of increasing
loan prepayments, the amortization on our mortgage servicing rights generally will increase. See Table 12 for a summary
of our expected prepayment rate assumptions by securitization trust. Amortization of mortgage servicing rights increased
to $33.6 million for 2006 as compared with $28.4 million for 2005 and $16.9 million for 2004. This increase is
amortization from 2005 to 2006 is a result of a larger batance of mortgage servicing rights period over period. |,

Qrigination fees are received from borrowers at the time of loan closing and deferred until the relatéd loans are 'sold or
securitized in transactions structured as sales. For securitizations structured as financings this fee income is deferred
and amortized into interest income over the life of the loans using a level yield method.

Premiums for Mortgage Loan Insurance. '

The use of mortgage insurance is one method of managing the credit risk in the mortgage asset portfolio. Premiums for
mortgage insurance on loans maintained on our balance sheet are paid by us and are recorded as a portfolio cost and
are included in the income statement under the caption “Premiums for Mortgage Loan Insurance”. These premiums
totaled $12.4 million, $5.7 million and $4.2 million in 2006, 2005 and 2004, respectively. The increase in premiums on
mortgage loan insurance for 2006 as compared to 2005 and 2004 is due to the increase in loans-held-in-porifolio as a
result of structuring two loan securitizations as financings during the second quarter of 2006.

Some of the mortgage loans that serve as collateral for our mortgage securities — available-for-sale carry mortgage
insurance. When loans are securitized in transactions treated as sales, the obligation to pay mortgage insurance
premiums is legally assumed by the trust. Therefore, we have no obligation to pay for mortgage insurance premiums on
these loans.
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We intend to continue to use mortgage insurance coverage as a credit managerment tool as we continue to originate,
purchase and securitize mortgage loans. Mortgage insurance claims on loans where a defect occurred in the loan
origination process will not be paid by the mortgage insurer. The assumptions we use to value our mortgage securities —
available-for-sale consider this risk. For the NMFT Series 2006-2, 2006-3, 2006-4, 2006-5 and 2006-6 securitizations, the
mortgage loans that were transferred into the trust had mortgage insurance coverage at the time of transfer of 56%, 54%,
64%, 56% and 60% of total principal, respectively. As of December 31, 2006, 56% of the total principal of our securitized
loans, excluding NHES 2006-MTA1, had morlgage insurance coverage compared to 54% as of December 31, 2005, We
have excluded our NHES 2006-MTA deal from our analysis of securitized loans with mortgage insurance due to low
percentage of mortgage insurance purchased on those loans due to their higher credit quality. As of December 31, 2006
only 6% of the total principal of the loans collateralizing our NHES 2006-MTA1 deal had morigage insurance.

We have the risk that mortgage insurance providers will revise their guidelines to an extent where we will no longer be
able to acquire caverage on ali of our new loan production. Similarly, the providers may also increase insurance
premiums to a point where the cost of coverage outweighs its benefit. We monitor the mortgage insurance market and
currently anticipate being able to obtain affordable coverage to the extent we deem it is warranted.

General and Administrative Expenses.

The main categories of our general and administrative expenses are; compensation and benefits, office administration,
professional and outside services, loan expense, marketing expense and other expense. Compensation and benefits
includes employee base salaries, benefit costs and incentive compensation awards. Office administration includes items
such as rent, depreciation, telephone, office supplies, postage, delivery, maintenance and repairs. Professional and
outside services include fees for legal, accounting and other consulting services. Loan expense primarily consists of
expenses relating to the underwriting of mortgage loans that do not fund successfully and servicing costs. Marketing
expenses primarily consists of costs for purchased loan leads, advertising and business promotion. Other expense
primarily includes miscellaneous banking fees and travel and entertainment expenses. General and administrative
expenses increased from $184.6 million and $168.3 million for the years ended December 31, 2005 and 2004,
respectively, to $201.3 million for the same period of 2006. The increase is primarily related to increased commissions
expenses due 10 a 21% increase in loan originations in 2006 compared with 2005. Also contributing to the increase are
higher legal costs in 2006 as a result of litigation.

Other Operational Data
Loan Fundings.

The fellowing table summarizes our loan production for the year ended December 31, 2006 and 2005. We have
separated MTA (option ARM) bulk loan purchased in the first quarter of 2006 from our normal originations and purchases
because of the unique nature of these purchases. These purchases were executed solely for the purpose of adding
qualified assets to the REIT.

Table 27 — Nonconforming Loan Originations and Purchases -
{dollars in thousands, except for average loan balance)

Weighted Average

_ Percent
Average Price Loan with
Loan Paid to to FICO Prepayment
R oo _Number  Principal Balance  Broker Value Score Coupon Penalty
2006. - . ... 60332 §$ 10,232681% 1696068 1008% . 83% 625 _ 871% _ _61%
MTA Bulk Purchases 2,415 991,407 410520 1034 74 _ 713 _ 689 68
2006 Total: 62,747 $:11,224,088% 178878 101.1%  82% 633 _  8.55% 62%
2005: 58,542 § 0,283,138% 158,572 101.1% B2% 632 7.66% 65% -

Woe originated and purchased $11.2 billion in nonconforming loans for the year ended December 31, 2006 compared to
$9.3 billion in 2005. The weighted average coupon on the'loans criginated in 2006 was 89 basis points higher than the
weighted average coupon on the loans originated in 2005. We continue to pursue opportunities to increase our market
share while ensuring that the loans we originate generate good risk-adjusted returns. As discussed in Industry Overview
and Known Material Trends and Uncertainties we have taken several steps to position ourselves for a deteriorating credit
environment which may impact our origination volumes going forward. .
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The adjustable-rate loan product we commonly refer to as our MTA product increased from approximately 1% of total
loan originations during the year ended December 31, 2005 to approximately 12% during the year ended December 31,
2006. Included in the 2006 originations are bulk purchases of $991.4 million in loans of this same product type which we -
executed with the intention to securitize these loans. This product is also commonly referred to as an “option ARM”,
“negative amortization ARM”, “pay-option” or “MTA” loan within the mortgage industry. We refer to this product as MTA,
which stands for monthly treasury average. The monthly treasury average is the interest rate index for a majority of the
loans of this product type which we have originated or purchased.

The interest rates for MTA loans are generally fixed for one, two or three months following their origination and then
adjust monthly. These loans allow the borrower to defer making the full interest payment for at least the first year of the |
loan. After this “opticn” period, minimum monthly payments increase by no more than 7.50% per year unless the unpaid
balance increases to a specified limit, which is no more than 125% of the original loan amount, at which lime a new
monthly payment amount adequate to repay the loan over its remaining contractual life is established. To ensure that
contractual loan payments are adequate to repay a loan, the fully amortizing loan payment amount is re-established
every five years. ) .

Due to the MTA loans’ amortization characteristics, the loss that we would realize in the event of default may be higher
than that realized on a “raditional” loan that resuits in the payment of principal. Our MTA loans contain features that
address the risk of borrower default and the increased risk of loss in the event of default. Specifically, our underwriting
standards conform to those required to make the MTA loans salable into the secondary market at the date of funding,
including a requirement that the borrower meet secondary market debt-service ratio tests designed to ensure that they
can make the fully amortizing loan payment assuming the loan's interest rate is fully indexed. (A fully indexed loan rate
equals the sum of the current index rate plus the margin applicable to the loan.) The loan’s terms limit the amount of
potential increase of loss in the event of default by restricting the amount of interest that may be added to the loan’s
balance as described in the preceding paragraph. ' ' '

Our MTA loan portfolio has a relatively high initial loan quality, with a weighted average original FICO score (a measure -
of credit rating) of 708 and weighted average original loan-to-value (“LTV") of 80.4% at December 31, 2008. We only
originate MTA loans to borrowers who can qualify at the'loan’s fully indexed interest rates. This high credit'quality
notwithstanding, lower initial payment requirements of MTA loans may increase the credit risk inherent in our portfolio of
loans held-in-portfolio and our portfolio of loans held-for-sale. This is because when the required monthly payments for |
pay-option loans eventually increase (in a period not to exceed 60 months), borrowers may be less able to pay the
increased amounts and, therefore, more likely to default on the loan, than a borrower with an amortizing loan, Our
exposure 1o this higher credit risk is increased by any negative amortization that has been added to the principal balance,

The following is a summary of the our MTA loan originétions and purchases for. year ended December 31, 2006 and
2005 as well as information on the negative amortization on these loans during the time periods presented:

Table 28 — Summary of MTA Loan Activity
{dollars in thousands)

e o e mimin e nmam e b b b e 4 weem sl vt st 4. S — 2006 - 2005
MTA loans originated during the period _ o . % __ 355941  $__ 91232
MTA bulk purchases during the period 991,407 _ —

L Total MTA originations or purchases

- P LT

§ 1,347,348 $ 91232

* MTA loan porttolio at periodend 1,219,447 S 76,148

‘Accumutated negative amortization during the peried ... _ . . . .8 20,541 . 8 251
Number of loans with negative amortization during the period . 3,295 - 172
e o e e T
Original Weighted Average LTV atperiodend __ = ___ . . . . .. 80.4% _. 77.1%
Original Weighted Average FICO score at period end o - 708 707

67




Cost of Production.

The cost of production table below includes all costs paid and fees collected during the loan origination cycle, including
loans that do not fund. This distinction is important as we can only capitalize as deferred broker premium and costs,
those costs (net of fees) directly associated with a “funded” 1oan. Costs associated with loans that do not fund are °
recognized immediately as a component of general and administrative expenses. For loans held-for-sale, deferred net
costs are recognized when the related loans are sold outright or transferred in securilizations. For loans held-in-portfolio,
deferred net costs are recognized over the life of the loan as a reduction to interest income. The cost of our production is
also critical to our financial resulls as it is a significant factor in the gains we recognize. Increased efficiencies in the
nonconforming lending operation correlate to lower general and admlmstratlve costs and higher gains on sales of
mortgage assets.

Table 29 —Cost of Production, as a Percent of Principal

Overhead Premium Paid to Broker, Total
For the Year Ended December 31, o Costs ~__Netof Fees Collected  Acquisition Cost
Lo o L2008 L 149% . 054% . 2038%
foee e k2005 BR% e L0 e 237%

_2004 L 1.94% .. _083% . . .. 27T% .

[ e o —_— - [ - P L P

We were able to reduce our overhead costs in both 2006 and 2005 from prior comparative years as a result of significant
cost reduction and process improvement initiatives. During 2008, we were able to only slightly reduce the premium paid
to broker, net of fees collected after significantly reducing this cost in 2005 from 2004 Qur premiums paid to brokers are
driven largely by market competition.

The following table is a reconciliation of our lending division’s overhead costs included in our cost of production to
general and administrative expenses of the morngage lending and loan servicing segment as shown in Note 16 to the
consolidated financial statements, presented in accordance with GAAP. We believe this presentation of our cost of
production provides useful information to investors regarding our financial performance because it more accurately
reflects the direct costs of loan production and allows us to monitor the performance of our core operations, which is
more difficult to do when looking at GAAP f{inancial statements, and provides usefu! information regarding our financial
performance. Management uses this measure for the same purpose. However, this presentation is not intended to be
used as a substitute for financial results prepared in accordance with GAAP.

Table 30 — Reconciliation of Overhead Costs, Non-GAAP Financial Measure
(dollars in thousands, except lending overhead as a percentage} -

For the Year Ended December 31,

R 2006 2005 2004

Mortgage lending general and administrative expenses (A) . $_ 150,281 § 135665 § 136,089
Dlrect  originalion costs ¢lassified as a reduction in gain-on- sale e .._.29923 54020 52179
Other non-lending o overhead expenses_ L {12,539) (21,075) (24,733)
Lending overhead costs e ... 167pB9 168810 163,535
'Premgg_m paid to broker, net of fees collected e e, 59,771 51,830 69,619
Total cost of loan production $ 227,440 § 220440 § 233,154

o e e - e et mm m e e e o —— e —

Loan productlon prlnmpa! (B) e $ 11 224 088 $ 9283 138 $ 8424 361
Total cost ot production, as a percentage ol loan production 2.03% 2.37% 2.77%

(A) Mortgage lending general and administrative expenses are presented in Note 16 to the consolidated financial statements.

(B) We have included bulk purchased MTA loans in our cost of production for 2006 as the loan premiums and related acquisition
costs for thase loans ara included in the total cost of loan production, Qur cost of loan production for 2006 would be 1.89% if
we had excluded the MTA bulk purchased loans from this analysis.
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Mortgage Loan Servicing. :

Servicing income, before amortization of mortgage servicing rights includes fee income and interest income, which is
earned on custodial bank accounts. The costs of servicing include the general and admlnlslratwe expenses incurred by
our servrcrng operatron as well as allocated corporate expenses. - .

Qur annualized servicing income per loan before tax per unit increased to $177 for the year ended December 31, 2006
from $57 for the year ended December 31, 2005 and $2 for the year ended December 31, 2004, These increases are
due-fargely to higher interest income earned on funds held as custodian which is a result of higher average balances in
the accounts. In addition we are earning higher rates of interest on these funds due to the increase in shori-term interest
rates during the periods presented. .

Table 31 — Summary of Servicing Operations
{dollars in thousands, except per loan cost)

2006 A 2005 2004
Per Loan Per Loan " PerLoan

. o Amount {B) Amount (B) _ _Amount (B)
Unpald prmcrpal at perlod end (A) $ 16,659,784 _ $14,030,697 . _ .. . $12,151,196

Number of loans at period end (A) 107,237 98,287 | 87,543
'Average un;iard pnncr'pélpdt]nngwt“héw TET T memmm T e mn
hperlOd @w. . . . .... $15753024 _ = $13547325 _  _ _ $ 9881848
Average number of loans during the " : ’ A :

period (A) © 104,044 - 96,726 - - . 72,415
= ......:H,L.x... “ e e e - . e .,‘_.__.__.,,‘,_ —— - .- - i . . — e e ‘_ - . - - -y
Servicing income, before ] g
t amortization of mortgage servicing - '
ynghts .. ... ... § .86938S 836 % 683708 _ 707 _§ 41793 s . 577
Costs of servicing ) (34,968) (336) ) {34,515} (357) (24,698)_ (341)
Net servicing income,-before : : o ‘
i amortization of mortgage servicing : - L 4
Lrghts . ... .51971 50O _ _ 33855 . 350 . 17095 236
Amortization of mortgage ser\ncrng o s ' '

fghts (33639 (323)  _ (28,364) (293) {16,934 (234)
L ~7s 183323 177§ 5491% 57 _$ 1618 >

! : vy .

{A) Includes loans we have sold and are still servicing on an interim basis. |
(B} Perunit amounts are calculated using the average number of loans during the period presented.

.

Income Taxes G

Since our inception, NFI has elecled to be treated as a REIT for federal income tax purposes. So long as NFI maintains
its status as a REIT, NF! is not required to pay any corporate level income taxes as long-as we distribute 100 percent of
our taxable income in the form of dividend distributions 1o our shareholders. To maintain our REIT status, NFI must meet
certain requirements prescribed by the Code. We are, however, currently ‘evaluating whether it is in shareholders’ best
interests to retain our REIT status.

+
1.
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Below is a summary of the taxable net income available to common shareholders for the years ended December 31,
2006, 2005 and 2004,

Table 32 — Taxable Net Income
{dollars in thousands except per share})

For the Year Ended December 31,

2006 2005 2004

o o Estimated Actual Actual
Consol:dated net mcome L ) 8 72938 § 139,124 § 115,389
Equity in net loss (mcome) of NFI Holdlng Corporatlon _ } 5512 24,678 (2,517)
Consolidation eliminations between the REIT and TRS o 10,955 2,073 2,800
REIT net income _ o ) S . .. 89405 165875 1158672
‘Adjustments to net income to compute taxable income o L 97,875 111,210 141,148
Taxable income before preferred dividends . o 187,280 277,085 256,820
:Preferred dividends ' _ B (6.653) (6.653) (6,265)
Taxable net income available to common shareholders ] . % 180627 $ 270,432 § 250,555
Taxable net income per common share (A) L ' $ 485 § 840 % 9.04

(A) The common shares outstanding as of the end of each period presented are used in calculating the taxable income per common
share.

The primary differences between REIT net income and taxable income are due to the recognition of income on our
portfolio of interest-only mortgage securities — available-for-sale, the deductibility of impairment losses on our mortgage
securities, and the timing of deductibility of loan losses. Generally, the accrual of interest on interest-only securities is
accelerated for income tax purposes. This is the result of the current original issue discount rules as promulgated under
Code Sections 1271 through 1275. On September 30, 2004, the IRS released Announcement 2004-75. This
Announcement describes rules that may be included in proposed regulations regarding the timing of income and/or
deductions attributable to interest-only securities. As of December 31, 2006, no proposed regulations have been issued.
Generally, impairment losses on securities are not deductible for income tax purposes until the losses become realized.
The timing of deductibility for loan losses for income 1ax purposes is usually delayed compared to GAAP, because bad
debts are not deductible for tax purposes until they become worthless,

The decline in estimated REIT taxable income for the year ended December 31, 2006 when compared to the same
period in 2005 was primarily the result of a few significant items. The REIT's GAAP net income decreased by $76.5
million from the year ended December 31, 2005 to the year ended December 31, 2006. Next, we structured two
securitizations (NHES Series 2006-1 and NHES 2006-MTA1) as financing for both GAAP and tax purposes. Typically
these securitizations would have been structured as sales and we would have retained certain of the residual securities
from the transaction. These residual securities would normally generate taxable income in the form of original issue
discount that is in excess of bock income during the early life of the security. However, because the transactions were
structured as financings, the acceleration of original issue discount did not occur on these transactions. Finally, interest
rate derivative instruments held by the REIT increased taxable income during the year ended December 31, 2006
compared to the same period in 2005 due to the increase in LIBOR during 2006,

In order to satisfy ongoing REIT income tests we transferred certain securities that had historicaliy been held by the REIT
to the TRS. These securities receive income from derivative instruments that is not qualified REIT income. This transfer
caused the derivative income to be recognized by the TRS instead of the REIT.

To maintain our qualification as a REIT, NFl is required to declare dividend distributions of at least 90 percent of our
taxable income by the filing date of our federal tax return, including extensions. Any taxable income that has not been
dectared to be distributed by this date is subject to corporate income taxes. At this time, NFI has distributed all of its 2005
taxable income by the required distribution date. Accordingly, we have not accrued any corporate income tax for NFI for
the year ended December 31, 2006.

As a REIT, NFil may be subject to a federal excise tax. An excise tax is incurred if NFI distributes less than 85 percent of
its taxable income by the end of the calendar year. As part of the amount distributed by the end of the calendar year, NF|
may include dividends that were declared in October, November or December and paid on or before January 31 of the
following year. To the extent that 85 percent of our taxable income exceeds our dividend distributions in any given year,
an excise tax of 4 percent is due and payable on the shortfall. For the year ended December 31, 2006 and 2005 we
accrued excise tax expense of $4.6 million and $7.3 million, respectively. Excise tax is reflected in the other component
of general and administrative expenses on our consolidated statements of income. As of December 31, 2006 and 2005,
accrued excise tax payable was $4.7 million and $6.5 million, respectively. The excise tax payable is reflected as a
component of accounts payable and other liabilities on our consolidated balance sheets.
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NFI Holding Corporation, a wholly-owned subsidiary of NFI, and its subsidiaries (collectively known as “the TRS") are
treated as “faxable REIT subsidiaries.” The TRS is subject to corporate income taxes and files a consolidated tederal
income tax return. The TRS reported net income (loss) from continuing operations before income taxes of $(3.0) million
for the year ended December 31, 2006 compared with $(19.6) million and $42.8 million for the same periods of 2005 and
2004, respectively. This resulted in an income tax (benefit) expense of $(1.8) million for the year ended December 31,
2006 compared with $(6.6) million and $16.8 miltion for the same periods in 2005 and 2004, respectively. The $(1.8)
miilion tax benefit on $(3.0) million of loss from continuing operations in the year ended December 31, 2006 is exclusive
of the deferral-of $7.0 million tax expense related to the $18.5 million intercompany gain, which is eliminated in our
consolidated statements of income. Additionally, the TRS reported a net (loss) income from discontinued operations
before income taxes of ${6.8) million for the year ended December 31, 2006 compared with $(18.6) million and $(37.5).
million for the same periods of 2005 and 2004, respeclively, This resulted in an income tax benefit of ${2.5) million for the
year ended December 31, 2006 compared with ${6.9) million and $(14. 0) million for the same periods of 2005 and 2004,
respectively.

During the past five years, we believe that a minority of our shareholders have been non-United States holders.
Accordingly, we anticipate that NF) will qualify as a “domestically-controlled REIT” for United States federal income tax
purposes. Investors who are non-United States holders should contact their tax advisor regarding the United States
federal income tax consequences of disposilions of shares of a “domestically-controlled RE!T.”

Contractual Obligations

We have entered into cerlain long-term debt, hedging and lease egreements, which obligate us to make future payments
to satisfy the related contractual obligations. .

The following table summarizes our contractual obligations as of December 31, 2008, with the exception of short-term
borrowing arrangements. .

Table 33 — Contractual Obligations
(dollars in thousands)

Payments- Due by Period

Less than 1

Contractual Obligations . Total Year ___1-3Years 4-5 Years After S Years
Long—term debt (A)° § 2205544 § 790,589 § 1073920 § 431035 §

Junior subordinated debentures (B) o301, 558 L . 15062 15082 " 263, 903
Operating leases (C) _ 45727 .- 11856 _ . 22159 _ .10,538 1,374
Purchase obligations (D) . 1,791 g = T
Premiums due to counterparties ~— .~~~ T T oUTm o ommomm oow K o o
" related to interest rate cap ‘ : '

agreements L 3,916 1,793 . 1,455 . 495 173
Tolal $ 2,658,536 % 823,360 $§ 1,112,596 $ 457,130 $ 265,450

(A} Our asset-backed bonds are non-recourse as repayment is dependent upon payment of the underlying morngage loans, which
collateralize the debt. The timing of the repayment of these mortgage loans is affected by prepayments. These amounts include
axpected interest payments on the obligations. Interest obligations on our variable- rate Iong-term debt are based on the prevailing
interest rate at December 31, 2006 for each respective obligation.

(B) The junior subordinated debentures are assumed to mature in 2035 and 2036 in computing the future payments. These amounts
include expected interest payments on the obligations. Interest obligations on our junior subordinated debentures are based on the
prevailing interest rate at December 31, 2006 for each respective obligation.

(C} Does not include rental income of $3.8 million to be received under sublease contracts.

(D} The commitment to purchase mortgage loans does not necessarily represent future cash requirements as some portion of the
commitment may be declined for credit or olher reasons.

.
We recorded deferred lease incentives, which wiil be amortized into rent expense over the life of the respective lease.

Deferred lease incentives as of December 31, 2006 and 2005 were $3.0 million and $3.5 million, respectively.

We also entered into various sublease agreements for office space formerty occupied by us. We received approximately
$861,000 in 2006 under these agreements compared to approximately $53,000 and $1.2 million in 2005 and 2004,
respectively.

As of December 31, 2006 we had expected cash requirements for the payment of interest of $9.3 million on our debt
obligations. The future amount of these interest payments will depend on the outstanding amount of our borrowings as
well as the underlying rates for our variable rate borrowings. As of December 31, 2006 we had expected cash
requirements for taxes of $5.9 million. The amount of taxes to be paid in the future will depend on taxable income in
future periods as well as the amount and timing of dividend payments and other factors.
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Liquidity and Capital Resources

Substantial cash is required to support our business operations. We strive to maintain adequate liquidity at all times to
cover normal cyclical swings in funding avaiiability and mortgage demand and to allow us to meet abnormal and
unexpected funding reguirements.

We believe that current cash batances, currently available financing facilities, capital raising capabilities and cash flows
generated from our mortgage portfolio should adequately provide for required dividend payments and needs for business
operations. However, if we are unable to raise capital in the future, we may not be able to grow as planned. Refer to “Risk
Factors” for additional information regarding risks that could adversely affect our liquidity.

Factors management considers important in determining whether to finance our operations via warehouse and repurchase
facilities, resecuritization or other assel-backed bond issuances or equity or debt offerings are as follows:

The financing costs involved.

The dilutive effect to our common shareholders.
The market price of ocur common stock.
Subordination rights of lenders and shareholders,
Collateral and other covenant requirements.

a & & &

We had $150.5 miliion in cash and cash equivalents at December 31, 2006, which was a decrease of $114.2 million from
December 31, 2005. At December 31, 2005 we had $264.7 million in cash and cash equivalents, which was a decrease
of $3.9 million from December 31, 2004, One factor causing the decrease during 2006 is that we distributed two dividend
payments during the fourth quarter of 2006 which increased our dividends paid significantly from 2005. In prior years, we
generally have paid the dividend declared during the fourth quarter in January of the following year. Yet, in 2006, we
distributed our fourth quarter dividend prior to December 31, 2006. Another significant factor is the amount of capital we
have invested in haircuts related to our subordinated mortgage securities portfolio. As we purchase and aggregate these
securilies in preparation for a CDO securitization we feverage these securities at advance rates ranging from 75% to
89% of market value. These haircuts are funded from our cash reserves. Any subsequent margin calls are funded from
our cash reserves as well.

The following table provides a summary of our operating, investing and financing cash flows as taken from our
consolidated statements of cash flows for the years ended December 31, 2008, 2005 and 2004.

Table 34 — Summary of Operating, Investlng and Financing Cash Flows
(dollars in thousands)

For the Year Ended December 31,

2006 2005 2004
Consolidated Statements of Cash Flows e . S i
Cash ‘used in operating activities i (3 510 910) $ . (727,181)% _ (565,706)
Cash flows provided by investing acuwtles . 809,307 467017 376,215
lCa_sh flows provided by financing _actwﬂm_s . 2587431 . 256,295 339, 874

Operating Activities. Net cash used in operating activities increased to $(3.5} billion for the year ended December 31, 2006
from $(0.7) billion and $(0.6) billion for the years ended December 31, 2005 and 2004, respectively. This increase is due
primarily to the issuance of $2.5 billion in asset-backed bonds secured by our mortgage loans held-in-portfolio in 2006.
Because the loans securing these transactions were not sold in securitizations, the transactions are presented as financing
activities rather than operating activities on our consolidated staterments of cash flows for the year ended December 31,
2008. We had no ioan securitization transactions structured as financings for accounting purposes during 2005 and
2004,

In addition, our cash used for originations and purchases of mortgage loans held-for-sale increased by $2.0 billion and
$2.8 billon from 2005 and 2004, respectively. This is due to an increase in our overall loan production during 2006
compared to the prior two years. This increase was offset somewhat by the cash provided to us in 2006 from our sales
on mortgage loans held-for-sale to third parties.

Investing Activities. Net cash provided by investing activities increased to $809.3 million for the year ended December 31,
2006 from $467.0 million and $376.2 million for the years ended December 31, 2005 and 2004, respectively. This increase
is due primarily to higher repayments of our mortgage loans held-in-pontfolic during 2006 compared 1o 2005 and 2004. This
increase is offset somewhat by a decrease in paydowns on our mortgage securities — available-for-sale during 2006
compared to 2005 and 2004.
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Financing Activities. Net cash provided by financing acfivities increased to $2.6 billion for the year ended December 31,
2006 from $0.3 billion and $0.3 billion for the years ended December 31, 2005 and 2004, respectively. -This increase is due
primarily to the issuance of $2.5 billion in asset-backed bonds secured by our mortgage loans held-in-portfolio during 2006.
Because the loans securing these transactions were not sold in securitizations, the transactions are presented as financing
activities rather.than operating activities on our consolidated statements of cash flows for the year ended December 31,
20086. -

Primary Uses of Cash

investments in New Mortgage Securities. We retain significant interests in the nonconforming loans we originate and
purchase through our morigage securities investment portfolio. We require capital in our securitizations to fund the
primary bonds we retain, overcollateralization, securltlzatnon expenses and our operatlng costs to originate the mortgage
loans.

Qur investments in new mortgage securities should generally increase or decrease in conjunction with our mottgage loan
production. In 2005, because we began retaining certain subordinated primary bonds, the amount of capitat needed for
our securitizations increased. We will continue to retain certain subordinated primary bonds when we feel they provide
attractive risk-adjusted retumns. In addition in 2006 we began purchasing subordinated bonds from other issuers, which -
also requires capital. For the year ended December 31, 2006 we retained residual securities with a cost basis of $155.0
million and subordinated securities with a cost basis of $90.0 million from our securitization transactions. |n addition we
purchased subordinated securities with a cost basis of $205.1 million from other issuers. For the years ended December
31, 2005 and 2004 we retained residual securities with a cost basis of $289.5 million and $381.8 million, respectively. In
2005 we retained subordinated securities with a cost basis of $42.9 million from our securitization transactions. In 2005
we purchased no subordinated securities from other issuers. |n 2004 we purchased subordinated securities W|th a cost
basis of $143.2 million from other issuers: -

Originations and Purchases of Mortgage Loans. Morigage lending requires significant cash to fund loan originations
and purchases. The capital invested in our morlgage loans is outstanding until we sell or securitize the loans. Initial
capital invested in our mortgage loans includes premiums paid to the brokers plus any haircut required upon financing,
which is generally determined by the value and type of the mortgage loan being financed. A haircut is the difference
between the principal balance of a mortgage loan and the amount we can borrow from a lender when using that loan to
secure-the debt. As values of mortgage loans have decreased in 2005 and 2006, lenders have required larger haircuts,
which has required us to invest more capital in our mortgage loans. Lender haircuts for performing ioans have generally
been between zero and two percent of the principal balance of our mortgage loans. In the future haircuts may fluctuate
as the values for the market for our loans fluctuate. Margin compression within the mortgage banking industry has also
resulted in a decline in the premiums we paid to brokers for our mortgage loans to 0.8% for the year ended December
31, 2006, excluding the premiums we paid to acquire our MTA bulk pools, from 1.1% and 1.3% for the years ended
December 31, 2005 and 2004, respectively. We paid a premium of 3.4% to acquire our MTA bulk pools during 2006. For
the years ended December 31, 2006, 2005 and 2004 we used $11.3 billion, $9.4 billion and $8.5 billion i in cash for the
origination and purchase of mortgage Ioans held-for-sale, respectively.

Repayments of Long-Term Borrowings. Qur payments on asset-backed bonds increased to $565 2 million for the year
ended December 31, 2006 from $363.9 million and $254.9 million for years ended 2005 and 2004, respectively. Long-
term borrowing repayments wil fluctuate with the timing of new issuances of long-term debt and their respective
maturities. See “Primary Sources of Cash - Net Proceeds From Issuances of Long-Term Debt.”

Common and Preferred Stock Dividend Payments. To maintain our qualification as a REIT, we must distribute at least

90% of our REIT taxable income to our common shareholders in the form of dividend payments. Historically, we have
generally declared dividends equal to 100% of our REIT taxable income. The amount and timing of future dividends are-
determined by our Board of Directors based on REIT tax requtremems as well as our financial condition and business trends
at the time of declaration. We are currently evaluating whether it is in shareholders’ best interests to retain our REIT
status.

We declared common stock dividends per share of $.5.60, $5.60 and $6.75 for th'e years ended December 31, 2006,

2005 and 2004, respectively. Preferred stock dividends declared per share were $2.23, $2.23 and $2.11 for the years
ended December 31, 2006, 2005 and 2004, respectively.
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Loan Sale and Securitization Repurchases. In the ordinary course of business, we seli whole pools of loans with
recourse for borrower defaults. When whole pools are sold as opposed to securitized, the third party has recourse
against us for certain borrower defaults. Because the loans are no longer on our balance sheet, the recourse component
is considered a guarantee. During 2006, we sold $2.2 billion of loans with recourse for borrower defaults compared to
$1.1 billion in 2005. We maintained a $24.8 miilion recourse reserve related to these guarantees as of December 31,
2006 compared with a reserve of $2.3 million as of December 31, 2005. We paid $21.3 miflion in cash to repurchase
loans sold to third parties in 2006 and paid $2.3 million in 2005. The recourse reserve is our estimate of the loss we
expect to incur in repurchasing the loan and then either liquidating or reselling the loan. The cash we must have on hand
to repurchase these loans is much higher as we generally must reimburse the investor for the remaining unpaid principal
balance, any premium recapture, any unpaid accrued interest and any other out-of-pocket advances in accordance with
the loan sale agreement. Repurchased loans will subsequentily be financed on our warehouse repurchase agreements if
eligible and then liguidated or sold. See discussion of haircuts on these loans below in “Primary Sources of Cash -
Change in Short-Term Borrowings, net (Warehouse Lending Arrangements).”

We also sell loans 10 securitization trusts and make a guarantee to cover losses suffered by the trust resulting from
defects in the loan origination process. Defects may occur in the loan documentation and underwriting process, either
through processing errors made by us or through intentional or unintentional misrepresentations made by the borrower or
agents during those processes. If a defect is identified, we are required to repurchase the loan. As of December 31, 2006
and December 31, 2005, we had loans sold with recourse with an outstanding principal balance of $12.6 billion and
$12.7 billion, respectively. Historically, repurchases of loans from securilization- trusts where a defect has occurred have
been insignificant. As a result, and because we have received no significant requests to repurchase loans from our
securitizalion trusts as of December 31, 2008, we have not recorded any reserves related to these guarantees.

We have amended certain of our lending agreements to provide for financing of nonpedormiﬁg repurchased loans.
Please see “Primary Sources of Cash — Change in Short-Term Borrowings, net (Warehouse Lending Arrangements)” for
further discussion of these amendments and the liguidity they provide.

Primary Sources of Cash

Change in Short-Term Borrowings, net (Warehouse Lending Arrangements). Mortgage lending requires significant
cash to fund loan originations and purchases. Cur warehouse lending arrangements, which include repurchase
agreements generally having one-year terms, support our mortgage lending operation. Our warehouse repurchase
agreements have various collaterat advance rates depending on the collateral type or delinquency status. Generally, for
performing mortgage foans our lending agreements provide for advances at the lesser of 98% of market value or 100% .
of par. Funding for the difference, or “haircut”, must come from cash on hand. Advance rates on nonperforming assets
are generally tiered down depending on the delinquency severity and can range as low as 70% of the lesser of market
value or principal balance. For our mortgage securities financings, our lending agreements have advance rates ranging
from 40% to 90% of the market value, depending on the type, age and rating of the security. Most of our subordinated
securities have an advance rate of 80% while our residual securities generally have an advance rate of 75%. Qur
proceeds from changes in short-term borrowings increased to $741.1 million for the year ended December 31, 2006 from
$499.7 million and $53.8 million for the years ended December 31, 2005 and 2004, respectively. At December 31, 2006
we had $3 million of collateral lending value pledged under these agreements and available for financing. However, we
had not utilized all borrowmg capacity that would be available under these agreements upon the pledge of additional
collateral.

Loans financed with warehouse repurchase credit facilities and securities financed with repurchase agreements are
subject to changing market valuation and margin calls. The market value of our loans is dependent on a variety of
economic conditions, including interest rates, borrower demand, borrower creditworthiness, and end investor desire and
capacity. Market values of our loans have declined over the past year, but have remained in excess of par. However,
there is no certainty that the prices will remain in excess of par. The market.value of our securities is also dependent on a
variety of economic conditions, including interest rates, default rates on the undertying loans and market demand for the
types of securities we retain from our securitizations and purchase from other issuers. To the extent the value of the
loans or securities declines below the required market value margin set forth in the lending agreements, we would be
required to repay portions of the amounts we have borrowed.
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All of our warehouse repurchase credit facilities include numerous representations, warranties and covenants, including
requirements to maintain a certain minimum net worth, minimum equity ratios and other customary debt covenants.
Events of default under these facilities include material breaches of representations or warranties, failure to comply with
covenants, material adverse effects upon or changes in our business, assets, ot financial condition, and other customary
matters. Events of default under certain of our facilities also include termination of our status as servicer with respect to
certain securitized loan pools and failure to maintain profitability over consecutive quarters. !f we were unable to make,
the necessary representations and warranties at the time we need financing, we would not be able to obtain needed
funds. In addition, if we breach any covenant or an event of default otherwise occurs under any warehouse repurchase
credit facility under which borrowings are outstanding, the lenders under all existing warehouse repurchase credit
facilities could demand immediate repayment of all outstanding amounts because all of our warehouse repurchase credit
facilities contain cross-default provisions. While management believes we are in compliance with all applicable material
covenants as of December 31, 2006, any future breach or non-compliance could have a material adverse effect on our
financial condition. We may fail to satisty the profitability covenant under one of our warehouse repurchase facilities it
our GAAP net income, determined on a pre:tax basis, is not greater than $1 for the six months ended March 31, 2007. In
the event that we do not obtain a modification or waiver-of this requirement, the borrowing capacity under this facility
would not be available to us so long as we remained out of compliance. Further, if at the time of noncompliance we
continued to have borrowings outstanding under this facility, the breach would permit lenders under each of our
warehouse repurchase facilities to accelerate all amounts then outstandmg While we currently have borrowings
outstanding under this facility, we have the unilateral right to prepay these borrowings at any time. The borrowing
capacity currently existing and expected to exist under our other warehouse repurchase agreements is adequate to
permit a transfer of all col!ateral from this facility and management believes is adequate to mamtaln our current Ievel of
operations.

During 2006, we entered into three new securities repurchase agreements (the “residual repurchase facilities™) with credit
limits aggregating $450 million. These facilities provide financing for our residual securities but can only be used for our
newer residual securities; starting with the NMFT Series 2005-3. Each has a three-year term but contains a one-year
revolving period at which time either party can terminate the right to enter into additional financings under the facility.

Two of these agreements each provide for additional capacity of $150 million beyond the capacity we already have with
our master repurchase agreements ("MRA”} for those particutar lenders. One of the agreements does not provide for
additional capacity beyond the maximum capacity we have in place under the MRA for that particular lender and
essentially acts as a sub-limit underneath the overall capacity. At December 31, 2006 we had fully borrowed against the
lending value of the collateral then pledged under these agreements, but had not utilized all borrowing capacity that
would be available under these agreements upon the pledge of additional collateral.

In late 2006 and eédy 2007, we amended our lending agreements to provide for sub-limits for non-performing assets
such as early payment defaults, first payment defaults, loans delinquent greater than 90 days, and rea! estate owned to
help accommiodate our financing needs in the current mortgage environment of rising delinquencies and loan repurchase
requests. We have added $90 million of capacity for these assets and expact to add additional capacity in the first half of
2007. Advance rates on these assets are in a range of 70% to 95% of market value. This additional capacity can also be
used to help finance the delinguent loans which come back on our balance sheet when we call an off-balance sheel
securitization.

We also entered into a new securities repurchase agreement (the *CDO aggregation facility”) in 2006, having a one-year
term, to provide for a maximum of $500 million of financing for the securities which we accumulate for our future CDO
securitizations. This agreement provides for advance rates ranging from 50% to B9% of the security's market value. The
advance rates on trading securities which we have purchased as of December 31, 2006 range from 75% to 89%.

We also have the ability to leverage our receivables arising from servicing related advances as a source of liquidity.
These receivables primarily represent advances we have made to securitization trusts as well as on behalf of borrowers
for taxes and insurance. This loan agreement provides for capacity of $80 million, secured by the receivables, with an
advance rate of 85%-90%. Capacity that we utilize under this facility reduces borrowing capacity available to us under
the warehouse repurchase agreement that we have with this lender. This capacity also functions as a sub-limit
underneath the overall MRA capacity for that pamcular lender. At December 31, 2006 we had fully borrowed against the
iending value of the collateral then plédged under these agreements, but had not utilized all borrowing capacity that
would be available under these agreements upon the pledge of additional collateral.

As shown in Table 35, we had $153.5 million in immediately available funds as of December 31, 2006 to support our
mortgage lending and mortgage portfolio operations. We have borrowed approximately $2.2 billion of the $4.3 billion in
morgage securities, mortgage loans and servicing advance financing facilities, leaving approximately $2.1 billien
available upon the pledge of eligible mortgage loans, securities or other collateral to suppon the mor‘tgage lending and
morigage portfolio operations.
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Table 35 — Short-term Financing Resources
(dollars in thousands)

-Lending - < Immediately
Credit Value of Available
7 o : Limit - Collateral Borrowings Funds
‘Unrestricted cash - ' L s 1‘;‘_;_[_)_,5_2_2_l
Mortgage securities, mongage loans and serwcmg :
~ advance repurchase faciltes . =~~~ $§ 4,250,000 $ 2,155208 $§ 2,152,208 3,000
Total . ' o $ 4,250,000 $ 2,155208 $ 2,152,208 $ 153,522

Cash Received From Our Mortgage Securities Portfolio. A major driver of cash flows from investing aclivities are the
proceeds we receive from our mortgage securities—available-for-sale-portfolio. For the year ended December 31, 2006
we received $327.2 million in proceeds from repayments on mortgage securities—available-for-sale as compared to
$453.8 million and $346.6 million for years ended 2005 and 2004, respectively. The cash flows we receive on our
mortgage securities—available-for-sale are highly dependent on the interest rate spread between the underlying
collateral and the bonds issued by the securitization trusts and default and prepayment experience of the underlying
collateral. The following factors have been the significant drivers in the overall fluctuations in these cash flows:

« The coupons on the underlying collateral of our mortgage securities have increased modestly while the interest rates
paid on the bonds issued by the securitization trusts have dramatically risen over the iast couple of years.

+ The lower spreads are due in part to higher credit losses due to the substantial decline in housing price appreciation of
the underlying collateral during 2006. _ )

» We have lower average balances of our mortgage securities—available-for-sale portfolio as our paydowns have
increased faster than our addition of new bonds from our securitizations.

Proceeds from Repayments of Mortgage Loans. For the year ended December 31, 2006 we received $629.3 million
in proceeds from the repayments of our portfolio of mortgage loans held-for-sale and mortgage loans held-in-portfolio
compared to $26.6 million and $59.8 million for the years ended 2005 and 2004, respectively. The significant increase in
repayments is due to a larger portfolic of morigage loans held-in-portfolio in the current year as compared to 2005 and
2004.

Net Proceeds from Securitizations of Mortgage Loans. We depend on the capital markets to finance the mortgage
loans we originate and purchase. The primary bonds we issue in our loan securitizations are sold to large, institutional
investors and U.S. government-sponsored enterprises. If the non-conforming loan industry continues to experience credit
difficulties, our ability to access the securitization market on favorable terms may be negatively affected. The net
proceeds from sales of morigage loans held-for-sale in securitizations decreased to $5.9 billion for the year ended
December 31, 2006 from $7.4 billion and $8.2 billion for the years ended 2005 and 2004, respectively.

Net Proceeds from Sales of Mortgage Loans to Third Parties. We also depend on third party investors to provide
liquidity for our martgage loans. We generally will sell loans to third party investors that do not possess the economic
characteristics meeting our fong-term portfolio management objectives. For the years ended December 31, 2006, 2005
and 2004 we received net proceeds from the sales of mortgage loans held-for-sale to third parties of $2.3 billion, $1.2
biilion and $64.5 miliion, respectively. The increase in proceeds from sales of mortgage loans to third parties is a result of
the environment of tighter margins in the mortgage banking industry. These tighter margins prompted us to sell leans to
third parties rather than adding them to our securitized portfolio due to unattractive returns.

Net Proceeds from Issuances of Long-Term Debl. The resecuritization of .our mortgage securities—available-for-sale,
on balance sheet securitizations, collateralized debt obligations as well as private debt offerings provide long-term
sources of liquidity. .

We received net proceeds of $1.3 billion and $1.2 billion, respectively, through the issuance of NHES Series 2006-1 and
NHES Series 2006-MTA1 during the year ended December 31, 2006. These asset-backed bonds are collateralized by
mortgage loans - held-in-portfolio on our consolidated balance sheet.

In 2005 we began retaining various subordinate investment-grade securities from our securitization transactions that
were previously held in the form of overcollateralization bonds. We also purchase subordinated securities from other ABS
issuers. We will continue to retain, acquire and aggregate various types of ABS as well as synthetic assets with the
intention of securing non-recourse long-term financing using our portfolio of mortgage securities — trading as coltateral.-
We executed our first CDO in February 2007.

We periodically issue asset-backed bonds (NIMs} secured by our mortgage securities — available-for-sale as a means for
long-term non-recourse financing for these assets.
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We received net proceeds of $33.9 million from the issuance of unsecured floating rate junior subordinated debentures
during the year ended December 31, 2006 and $48.4 million for the year ended December 31, 2005 from the issuance of
similar debentures. We had no issuances of these debentures in 2004. We will continue to take advantage of this market
when we feel we can issue debt at more attractlve costs than issuing capital stock. '

Net Proceeds from Issuances Equity or Debt or the Retention of Cash Fiow. If our board of drrectors determlnes
that additional financing is required, we may raise the funds through additional equity offerings, debt financings, retention
of cash flow (subject to provisions in the Code concerning distribution requirements and taxability of undistributed REIT
taxable income, so long as we remain a REIT) or a combination of these methods. In the event that our board of directors
determines to raise additional equity capital, it has the authority, without stockholder approval, subject to applicable law
and NYSE reguiations, o issue additional common stock or preferred stock in any manner and on terms and for
consideration it deems appropriate up to the amount of authorized stock set forth in our charter. Since inception, we have
ralsed $563.5 million in net proceeds through pnvate and public eqmty oﬁenngs

In 2006, we soid 2,838,200 shares of common stock under our Direct Stock Purchase and Dividend Reinvestment Plan
(DRIP) raising $85.4 million in net proceeds, 2,000,000 shares of common stock were solid in a registered controlled
equity offering raising $57.5 million in net proceeds and we issued 130,444 shares of common stock under the stock-
based compensation plan ralsmg $0 6 million in net proceeds .

In 2005, we completed a publlc offering of 1,725,000 shares of common stock raising $57.9 million in net proceeds.
Additionally, we sold 2,609,320 shares of common stock under ocur DRIP raising $83.6 million in net proceeds and
148,797 shares of common stock under the stock-based compensation pfan raising $0.7 million.

In 2004, we completed a public offering of 1,725,000 shares of common stock raising $70.1 million in net proceeds.
Additionally, we sold 1,104,488 shares of common stock under our DRIP raising $49.4 million in net proceeds and
433,181 shares of common stock under the stock-based compensation plan raising $2.0 million. We also sold 2,990,000
shares of redeemable preferred stock raising $72.1 million in net proceeds

Other Liquidrry Factors

The derivative financial instruments we use also subject us to “margin call” risk. Under our interest rate swaps, we pay a
fixed rate to the counterparties while they pay us a floating rate. When floating rates are iower than the fixed rate on the
interest rate swap, we are paying the counterparty. In order to mitigate credit exposure to us, the counterparty requires
us to post margin deposits with them. As of December 31, 2006, we had approximately $5.7 million on deposit with
counterpariies. A decline in interest rates woutd subject us to additional exposure for cash margin calls. However, when
short-term interest rates (the basis for our funding costs) are low and the coupon rates on our foans are high, cur net
interest margin {and therefore incoming cash flow) is high which should offset any requirement to post additional
collateral. Severe and immediate changes in interest rates will impact the volume of our incoming cash flow. To the
extent rates increase dramatically, our funding costs will increase quickly. While many of our loans are adjustable, they
typically will not reset as quickly as our funding costs. This circumstance weould reduce incoming cash flow. As noted
above, derivative financial instruments are used to mitigate the effect of interest rate volatility. In this rising rate situation,
our interest rate swaps and caps would provide additional cash flows to mmgate the lower cash flow on loans and
secuntles . .

Table 33 details our major contractual obligations due over the next 12 months and beyond. Management believes cash
and cash equivalents on hand combined with other available liquidity sources inciluding: 1) proceeds from mortgage loan
sales and securitizations, 2) cash received on our mortgage securities available-for-sale, 3) draw downs on mortgage
loan and securities repurchase agreements, 4) proceeds from private and public debt and equity offerings and 5)
proceeds from resecuritizations will be adequate to meet our liquidity needs for the next twelve months. In addition, we
do not believe our tong-term growth plans will be constrained due 1o a lack of available liquidity resources. However, we -
can provide no assurance, that, if needed, the'liquidity resources we utilize will be available or will be available on terms
we consider favorable. Factors that can affect our liquidity are discussed in the “Risk Factors™ section of this document.

Off-Balance Sheet Arrangements

As discussed previously, we pool the loans we originate and purchase and typicaﬂy.-secuﬁtize them to obtain long-term
financing for the assets. The loans are transferred to a trust where they serve as collateral for asset-backed bonds, which
the trust issues to the-public. Qur ablllty to use the securitization capital market is critical to the operations of our
busrness .
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External factors that are reasonably likely to affect our ability to continue to use this arrangement would be those factors
that could disrupt the securitization capital market. A disruption in the market could prevent us from being able to sell the
securities al a favorable price, or at all. Factors that could disrupt the securitization market include an international
liquidity crisis such as occurred in the fail of 1998, sudden changes in interest rates, a terrorist attack, outbreak of war or
other significant event risk, and market specific events such as a default of a comparable type of securitization. If we
were unable to access the securitization market, we may still be able to finance our mortgage operations by selling our
loans to investors in the whole loan market. We were able 1o do this following the liquidity crisis in 1998; however, there
can be no assurance that in a future liquidity crisis that we would be able to obtain sufficient liquidity to support our
historic operations. ‘

Specific items that may affect our ability to use the securitizations to finance our loans relate primarily to the performance
of the loans that have been securitized. Extremely poor loan performance may fead to poor bond performance and
investor unwillingness to buy bonds supported by our collateral. Our financial performance and condition has little impact
on our ability to securilize, as evidenced by our ability to securitize in 1998, 1999 and 2000 when our financial condition
was weak. There is no assurance, however, that we will be able to securitize loans in the future if we have poor loan
performance.

We have commitments {0 borrowers to fund residential mortgage loans as well as commitments to purchase and sell
mortgage loans to third parties. As of December 31, 2006, we had outstanding commitments to originate and purchase
loans of $774.0 million and $11.8 million, respectively. We had no outstanding commitments to sell loans at December
31, 2006. As of December 31, 2005, we had outstanding commitments to originate, purchase and sell loans of $545.4
million, $33.4 million and $93.6 million, respectively. The commitments to criginate and purchase loans do not
necessarily represent future cash requirements, as some portion of the commitments are likely to expire without being .
drawn upon or may be subsequently declined for credit or other reasons.

In the ordinary course of business, we sell whole pools of loans to investors with recourse for borrower defaults. We also
sell loans to securitization trusts and make a guarantee 1o cover losses suffered by the trust resulting from defects in the
loan origination process. See “Liquidity and Capital Resources - Primary Uses of Cash — Loan Sale and Securitization
Repurchases” for further discussion of these guarantees and recourse obligations.

Inflation

Virtually all of our assets and liabilities are financial in nature. As a result, interest rates and other factors drive our
performance far more than does inflation. Changes in interest rates do not necessarily correlate with inflation rates or
changes in inflation rates. Our financial statements are prepared in accordance with GAAP and common stock dividends
are based on taxable income. In each case, financial activities and the balance sheet are measured with reference to
historical cost or fair market value without considering inflation.

Impact of Recently Issued Accounting Pronouncements

In February 2006, the FASE issued SFAS No. 155, “Accounting for Certain'Hybrid Financial Instruments”, an amendment
of FASB Statements No. 133 and SFAS No. 140 (“SFAS 1557). This statement permits fair value remeasurement for any
hybrid financia! instrument that contains an embedded derivative that otherwise would require bifurcation. It also clarifies
which interest-only strips and principal-only strips are not subject to FASB Statement No. 133, “Accounting for Derivative
Instruments and Hedging Activities” (“SFAS 133"). The statement alsc establishes a requirement to evaluate interests in
securitized financial assets to identify interests that are freestanding derivatives or hybrid financial instruments that
contain an embedded derivative requiring bifurcation. The statement also clarifies that concentration of credit risks in the
form of subordination are not embedded derivatives, and it also amends SFAS 140 to eliminate the prohibition on a
Qualifying Special Purpose Entity (“QSPE") from holding a derivative financial instrument that pertains to a beneficial
interest other than another derivative financial instrument. SFAS 155 is effective for all findncial instruments acquired or
issued after the beginning of an entity’s first fiscal year that beqgins after September 15, 20086. .

In January 2007, the FASB provided a scope exception under FAS 155 for securitized interests that only contain an
embedded derivative that is tied to the prepayment risk of the underlying prepayable financial assets, and for which the
investor does not control the right to accelerate the settlement. If a securitized interest contains any other emhedded
derivative (for example, an inverse ficater), then it would be subject to the bifurcation tests in FAS 133, as would
securities purchased at a significant premium. Following the issuance of the scope exception by the FASB, changes in
the market value of our investment securities would continue’to be made through other comprehensive incoms, a
component of stockholders’ equity. We do not expect that the adoption of FAS 155 will have a material impact on our
financial position, results of operations or cash flows. However, to the extent that certain of our future investments in
securitized financial assets do not meet.the scope exception adopted by the FASB, our future results of operations may
exhibit volatility if such investments are required to be bifurcated or marked to market value in their entirety through the
income statement, depending on the election made.
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In March 2008, the Financial Accounting Standards Board (“FASB"} issued SFAS No. 156, “Accounting for Servicing of
Financial Assets”, an amendment of SFAS No. 140 (*SFAS 156"). This statement requires that an entity separately
recognlze a servicing assel or a servicing liability when it undertakes an obligation to service a financial asset under a
servicing contract in certain situations. Such servicing assets or servicing liabilities.are required to be |mt|atly measured at
fair value, if practicable. SFAS 156 also allows an entity to choose one of two methods when subsequently measuring its
servicing assets and servicing liabilities: (1) the amortization method or {2) the fair value measurement method. The .’
amortization method existed under SFAS 140 and remains unchanged in (1) allowing entities to amortize their servicing
assets or servicing liabilities in proportion to and over the period of estimated net servicing income or net servicing loss
and (2) requiring the assessment of those servicing assets or servicing liabilities for impairment or increased obligation -
based on fair value at each reporting date. The fair value measurement method allows entities 10 measure their servicing
assets or servicing fiabilities at fair value each reporting date and report changes in fair value in earnings in the period the
change occurs. SFAS 156 introduces the notion of classes and allows companies to make a separate subsequent
measurement election for each class of its servicing rights. In addition, SFAS 156 requires cerlain comprehensive roli-
forward disclosures that must be presented for each class. The Statement is effective as of the beginning of an entity's
first fiscal year that begins after September 15, 2008. Earlier adoption is permitted as of the beginning of an entity’s fiscal
year, so long as the entity has not yet issued financial statements, including financial statements for any interim period,
for that fiscal year. We do not expect the-adoption of SFAS 156 will have a material |mpact on our consohdated financial
statements. . )

»

In June 2006, the FASB issued FASB Interpretation No. 48 (“FIN 48"), “Accounting for Uncertainty in Income Taxes — an
interpretation of FASB Statement No. 109”. FIN 48 prescribes a recognition threshold and measurement attribute for the
financial statement recognition and measurement of a tax position taken or to be taken on a tax retumn. This interpretation
also provides additional guidance on derecognition, classification, interest and penalties, accounting in interim pericds, .
disclosure, and transition. This interpretation is eflective for fiscal years after December 15, 2006. We will adopt the
provisions of FIN 48 beginning in the first quarter of 2007. The cumulative effect of applying the provisions of FIN 48 will
be reported as an adjustment to the opening balance of retained earnings on January 1, 2007. We do not expect the
adoption of FIN 48 to have a material impact to our consolidated financial statements: however we are still in the
process of completing our evaluation of the impact of adOptlng FIN 48. o

In September 2008, the FASB issued SFAS No. 157, “Fair Value Measurements” (“SFAS No. 157"). SFAS No. 157
establishes a framework for measuring fair value and requires expanded disclosures regarding fair value measurements.
This accounting standard is effective for financial statements issued for fiscal years beginning after November 15, 2007.
We are still evaluatlng the impact the adoptlon of this statement will have on our consolidated financial statements.

In September 20086, the Securities and Exchange Commission (“SEC") issued Staff Accounting Builetin No. 108,
Considering the Effects of Prior Year Misstatements when Quantifying Misstatements in Current Year Financial
Statements (“SAB No..108"). SAB No. 108 provides guidance regarding the consideration of the effects of prior year
misstatements in quantifying current year misstatements for the purpose of materiality assessments. The method
established by SAB No. 108 requires each of our financial statements and the related financial statement disclosures to
be considered when quantifying and assessing the materiality of the misstatement. The provisions of SAB 108 are
effective for financial statements issued for fiscal years beginning after December 31, 2006. We are still evaluatmg the
impact the adoption of this statement will have on our consolidated financial statements.

In February 2007, the FASB issued SFAS No. 159, “The Fair Value Option for Financial Assets and Financial
Liabilities—Including an amendment of FASB Statement No. 115." SFAS No. 159 permits entities to choose to measure .
many financial instruments and certain other items at fair value. Unrealized gains and losses on items for which the fair
value option has been elected will be recognized in earnings at each subsequent reporting date. This accounting
standard is effective for financial statements issued for fiscal years beginning after November 15, 2007. We are stlll
‘evaluating the impact the adoption of this statement will have on cur consolldated flnanmal statements : coh

o

Item 7A. Quantitative and Qualitative Disclosures about Market Risk = -

See discussion under “Interest. Rale/Market Risk” in “Item 1. Business”. . .

[N
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ltem 8. Financial Statements and Supplementary Data

NOVASTAR FINANCIAL, INC. "
CONSOLIDATED BALANCE SHEETS
{dollars in thousands, except share amounts)

December 31,

2006 2005
Assets - o e
L Cash and cash equivalents ' . 5 1 5@,522__$___264,6§4
..Mortgage loans — held-for-sale ' 1,741,819 1,291,556
Mortgage loans — held-in-portfolio, net of alfowance of $22,452 and $699, respectively 2,116,535 __2_&},_5_34_6
_M“qngage_,,seeerﬂte_s__a_va.tlalzlgrfor-sale - 349312 505,645
_Mortgage securities —trading _ ¢ B : , ' _..329361 43738
Mortgage servicing rights ' . ... 62830 57122
_Deferred income tax asset, net_ ' ' _ 47188 30,780
— Servicing related advances 40823 26873
. Warehouse notes receivable - 39,462 _ 25390
..Accrued interest receivable ' | 37692 4,866
|_Real estate’owned _ : o L .. 21534 _ 1208
__Derivative instruments, net : o . 18816 12765
! Other assels ' L 74,269 42 257

Total assets $ 5,028,263 $ 2,335,734

Liabilities and Sharehotders’ Equity

* Liabilities: . ; e e e
I __Short- _t_e_r_m borrowmg:i secured by mortgage loans $. 1 631 773 % 1 238 122
_ _.. Short-term borrowings secured by mortgage securities ' ‘ 503,680 ... 180,447
__Other short-term borrowings : . 16755 -
- Asset-backed bonds secured by mortgage loans e 2,067,490 _26,949‘
t - _Asset-backed bonds secured by mortgage securities 9519 125630
___"Junior subordinated debentures 83,041 . 48,664
[ _Due to securitization trusts 107,043 44,382
_ .. Dividends payable (1863 45070
| _ Accounts payable and other liabilities 92,729 _ 62, 250

.
|
L

Total liabilities

Commitments and contingencies (Note 9)

1

Shareholders equity:

Hedeemable preferred stock $25 Ilquldatmg preference per share 2,990, 000

4,513,693 1,771,514

__ shares, issued and outstanding 30 - 30
Common stock, 37,261,252 .and 32,193,101 shares, |ssued and outstandlng, v
_Tespectively 373 ... .32
__ Additionat paid-in capﬁgl_ "741,748 581,580
_Accumulated deficit _{263,572) _ __(128,554)
r Accumulated other comprehenswe income 36548 111,538
_Other (557) (696)
| Total shareholders' equity 514,570 564,220

Total liabilities and sharehoclders' equity

$ 5028263 § 2335734

See notes to consolidated financial statements.
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NOVASTAR FINANCIAL, INC. . .
CONSOLIDATED STATEMENTS OF INCOME T :
{dollars in thousands, except share amounts) Lt .
v For the Year Ended December 31,
: N : - : 2006 2005 2004
Anterestincome . . | . $ - 494,890 $ 320727 $ 230,845
Interest st expense - ‘ o 235,331 80,755 52,482
Net interest income before  provision for credat losses ) ) . 259,559 239,972 178,363
Provrsmn for credit losses ) o ' ] ('30,1 31) (1.038) (726).
_I\@t rnteresl income . 229,428 238,934 177,637
Other operating income (expense); - : ‘ ]
.uGarns on sales of mortgage assets _ 41,749 __65,148 144,950
LGéins (losses) on derivative instruments . e . . 11,998 18,155 :! &l-g)
Impairment on mortgage securities — available-for-sale - (30,690) (17 619) (15, 902)
[Feeincome . : _ 29032 30678 30,668
Premiums for mortgage loan insurance - (12,419) (5.672) _ k_(4 21 B) .
LOthar income (expense), net N C n R 647 (784) - . (272)' o
Total other operating income - 40,317 89,906 146,321
General and administrative expenses: .
Compensailon and benefits : , 124,156 100,492 . 8_7,88_2 :
Office administration o 27,401 28,453 26,496 -
[:Proiessronal and outside services__ . : 21,020 18,120 : -17’,50__“_7J
Loan Expense . : : 7,416 .13,155 14,411
[Marketing _ ‘ < _ 4,908 2817 6386
F‘Qtljg_r u A16,270_ 21,593 15,873'.
Tota! general and ¢ admmlstratwe expenses : : © 201,261 184,630 168,260
Income from contmurng operations before income {ax (benefrt) expense ) _ 68,484 144,23 0 155,_@92
Income tax (beneflt) expense : _ (8,721) {6,617) 16,756
Income from continuing operations 77,205 150,827 138,942
fLE;‘sjrs*.mgjsqonIinuﬁe,d,gpﬁera,ti,onfs..,n,at,ofmingome,ktax (4,267) (11,703) (23,553
Net income _ _ 72,938 139,124 115,389 -
Dividends on preferred shares - (6.653) (6.653) {6, 265),
Net income available to common shareholders '3 66,285 § 132471 § 109,124
Basic eamings per share. N _,w__,_i
Income from continuing operations available to common shareholders $ 207 % 486 % 5.24
rLoss from discontinued operations, net of income tax . ' (0.13) (0.40) (0.9?3')
Net income available to common shareholders $ '1.94 § 4.46 § 4.31
Dlluted ‘earnings per share; , : : " ) _ IR
Income from continuing operations avarlable to common shareholders $ 204 % 481 § 5.15
l Loss from discontinued opeérations, net of income tax (0.12) (0.39) (0.917)
rJ})I_e_t income available to common shareholders 3 192 § 442 § 4.24
Weighted average basic shares_outstanding ( : 34,212 29,669 25,290
Welghted average diluted shares outstandlng . 34,472 29,993 25.763
Drvrdends declared per common share o $ 5808 5.60_% 6.75

See notes to consolidated financial statements.
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NOVASTAR FINANCIAL, INC.
CONSOLIDATED STATEMENT OF SHAREHOLDERS’ EQUITY

(dollars in thousands, except share amounts)

Additional
‘Paid-in
Capital

Preferred Common
e Stock . Stock

Accumulated
_ Other
Accumulated Comprehensive
Deficit Income

Total
Shareholders
Equlty

Other °

[Balance, January1 20 $ . .S 2458

231294 §

300 224

(15522 % _m§§,1§3§m$ﬁ...j_($1§) $.0

Forgiveness of founders’ notes

2140

recelvable . ) S - a
nlssuance of common stock )

2 829,488 shares - 121,308

Issuance of preferred stock, .
2,990,000 shares

72,089
ilssuance of stock under stock o
compensatuon plans, 433 181

ishares ! 4 3,811

ek e e Ty

Compensatlon recogmzed under

stock compensation plans___ T - 1810

iDividend equivalent rights )
PERS) on vested options_____ - .

(1.800) - __

1,900
Dividends on common stock )

($6 75 per share) ‘ - - !

Dlwdends on preferred stock B
($2 11 pershare) = < - -

Tax benefit gerlved from stock
compensation plans - -

- 897

(177,086)__: _ .

_~~(6.-.?_§§),._.i___ —

Comprehensive income:,

———— e ——— s

i B e e e -

| Netincome = __
_Other comprehensive loss
r____Total comprehensive income

115,389
_(8.083) _

277 § 433,07 $

| (85354) $ 79,120 $ (836) $

Balance, D_ecei’nber 31,2004 % ‘30 $

[
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Accumulated

. Additional ' Other Total
' Preferred  Common - Paid-in.  Accumulated Comprehensive Shareholders’
_— _ N . . Stock _  Stock Capital - Deficit - “Income Other Equity
alance, January 1,2005 '~ § 308+ 277 $ 433107 % (85 354)8 L 79120 8. (836)$ 426,344
orgiveness of founders’ notes J
ecenvable - - - <. <140, 140
ssuance of common stock, - : - e o
334,320 shares - 43 145,313 ‘- S 145,356
suance of stock under stock ‘ o
ompensation plans, 148,797
- 2 921 - - - 1923
- - 2,226 ol i AL = 2,226
- - 304 (4,369) - - : (&.Q(?TS)
5'601per share). - " - (171,302) ! - (171,302)
ividends on preferred stock g
2.23 per share) - s - (6,653) - - . (6,653)
ther — - ey s RIS -1
omprehensnve income: _ .
Netincome L = 139,124 ek 139,124
Other comprehensive income } e e e g — 32,418 32,418
¢ Total.comprehensive income i e i 1T ‘ S "171,542
lance, December 31, 2005 3 30 % - 322 % 581580 % (128,554} § 111,538 § (696) $ 564,220
. o Continued

'y
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Accumulated

30 $

Additional Other Total
Preferred . Common Paid-in Accumulated Comprehensive Shareholders’

e Stock _  Stock Capital Deficit Income Other Equity

Balance, January1,2006 _ $ 30 $ - 322 $ 581,580 $ _ (128554)% 111,538 $ (696)$ 564,220

Forgiveness of founders’ notes

receivable - e - - I |- - 139

'Issuance of common stock, - ] 3

4,938,200 shares .~ _ - 50 __ _ 148,741 e e 148,791

Issuance of stock under stock

compensation plans, 130,444

shares. . A . 906 - U AP .
. Compensation recognized under . :

stock compensationplans - - 2,548 o N S

Dividend equivalent rights

(DERs}) on vested options _ : : 825 __(3,084) - L.

Dividends on common stock

($5.80 pershare) . - = (188,219) . . .o . _.:_

Dividends on preferred stock _

($2.23 pershare) . - - - - (6853) el

‘Common stock repurchased,

493shares - LA 14 e T

Tax benefit derived from

Ccapitalization of affiliate . S A2 V43 R - -

Other . ... - - (8) - - -

Comprehensive income: — | ——— —— e e =

i_Netincome —_ _ _ 72,938 . —

_Other comprehensive loss - . (74900)
_Total comprehensive loss _ . - - —
Balance, December 31,2006 § (263,572) $ 36,548 $ (557) %

See notes to consolidated financial statements

373 § 741748 §
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NOVASTAR FINANCIAL, INC.
CONSOLIDATED STATEMENTS OF CASH FLOWS
(dollars in thousands)

For the Year Ended December 31,

. 2006 2005 2004
@Ehﬂ.‘!‘!@ from operating activities: ~ ___ _ _ ___ ___ _ ___ b e -
Netincome = . 8 72 938 % _ 139124 $ j15,389
Loss from dlscontlnued operatlons e 4,267 11,703 ° 23,553
Income from continuing operations ' 77205 __ 150,827 _ _ 138,942
Adjustments to reconcile net income to net cash used in operating
. activiies: - L e N
[ Amomzatlon of mortgage servlcmg nghts 38839 . 28364 16,934
__Retention of mortgage servicing rights e (39,47 (43,478) (39,259)
[_ Impalrment on mortgage securities — avallable-ior-sale . .. 30890 __ 17819 _ 15902
__(G_atns),losseepn derivative lnstrumen_ts o .. (19om  (18155) 8,905
.. Depreciationexpense .. _ ... e ol e 02868 . 7433 6,090
_Amortization of deferred debt issuance costs e .. 3408 - 5683 . 5,036
Compensatlon recognized under stock compensatlon plans . _ 2548 2226, 6 - 1,810
Provision for credit losses e 30,131 _1,038 726
[ Amortization_of premiums on mortgage I Ioans e e _1D409. 8T8, ) 699
Interest capitalized on loans held-in-portfolio . (29541 - —
f Forgiveness of founders’ promissorynotes . . 139 o1 140
_ Pravision for deferred income taxes o R 589) - (12,727) {1,322}

L__Accretion of avallable for-sale and trading ¢ securmes . m(] 58,984) (17g,q19) ~ (100,666)

__Gains on sales of mortgage assets. ) {2,275) (21,672) {105,691)
! Losses (gains) on trading securities =~ e 3182 (549) =
Originations and purchases of mortgage Ioans held for—sale o (11 275 ,926) (9,379,682) {8,539,944)
[ Proceeds from repayments of morigage loans held-for-sale =~ 77490 9908 27,979
_ . Repurchase of mortgage loans from securilization trusts . 183814y (6;784) —
. Proceeds from sale of mortgage loans held-for-sale to thlrd partles . 2260845 1,176,518 64,476
Proceeds from sale of mortgage loans held-for-sale in securitizations_ 5822975 7,428,063 _ 8,173,829
i Purchase of mortgage securities - trading - o (205,078) .. - (143,153)
. Proceeds from paydowns of mortgage securities - tradlng o 9,436 ) - =
__Proceeds from sale_of mortgage securities - trading R, & -+~ 143,153 —
Changesin: e L _
. Servicing 1 relaled advances e o ... (13890) . (8,752) (707f)
_ Accrued interest receivable (69475  (35298) (23,753}
\ . Derivative instruments, net o B9y 2,509 13,553
__ Other assets L e (244200 (9.B09) (13,740)
'_ Accounts payable and other l:abrlmes . o 30,154 _ 19,672 {24,692)
_Net cash used in operating activities from contlnumg operations __ (3,513,106) (713,492}  (517,90€)
Net cash-provided by (used in) operating activities from )
.. _ discontinued operations. _ _ . . . . _ . 2,196 {13,689) (47.800)
Net cash used in operating activities (3.510,910) (727,181) (565,706}
Cash flows from investing activities: . L L
Proceeds from paydowns on mortgage ¢ securlties avallable for-sale = 327,218 453,750 346,558
Purchase of mortgage securities — available-for-sale. S i - 773 - =
Proceeds from repayments of mortgage loans held- |n portfoho . ..... 551,796 16,673 31,781
Proceeds from sales of assets acquired through foreclosure . 2341 1,909 4,905
Acquisition of retail branches o . (60,105) _ - L=
Purchases of property and equrpment T (10,021) {5,315) (7.029)
Net cash provided by investing activities 809,307 467,017 376,215
Continued
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‘ For the Year Ended December 31,
Cash flows from financing activities: =~~~ e 2006 . 2005 2004
Proceeds from issuance of asset- backed bonds, net of debt |ssuance L
| w. COStS e e e 2,005,467 128,921, 506,745
| Payments on asset- backed bonds e ~(565,188) (363,861) _(354,_8_62;)
| Payments on asset-backed bonds due to exercise of redemption '
| i . provisions e e e (18788) . _ . (7.822) _ __ __.—
Proceeds from |ssuance of capltal stock and exercise of equnty '
instruments, netof offeringcosts . ... ... .143478 . 142114 = 193615
Net change in short-term borrowings _ ~ | . __ 741082 499715 53, 7’61
Proceeds from the issuance of junior | subordmated debentures 397 . 48428 0 0 =
Hepurchase ofcommonstock . . . ... (17) = =
Dividends paid on vested stock optlons - T - ) I (2 113) =
Dlwdends paid on preferred stock ¢+ ___ _ _(49%0) m___(§,6_5__3)u ___{6,265)
Dividends paid on common stock o (237,352) (195,760) _  (132,346)
f - Net cash provided by fmancmg activities from contmumg ‘ : "‘
a operations_ . . S 2,594,874 _ 242969 360,643

2 Net cash (used in) prowded by flnancmg actlwtles from . .
{7,443) 13,326 {20,769}

.. _ discontinued operations e
! ___Netcash provided by flnancmg actwmes o e ... 2587431 . 256,295 _ 339,874
Net (decrease) increase in cash and cash equivalents ~~_ (114172) . (3,889) - _ 150,383
Cash and cash equivalents, beginning of year ) L 264,694 268,563 118,180
Cash and cash equivalents, end of year . $ 150,522 § 264,694 $§ 268,563

See notes to consolidated financial statements. Concluded
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NOVASTAR FINANCIAL, INC. ' T .
NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

Note 1. Summary of Significant Accounting and Reporting Policies

Description of Operations NovaStar Financial, Inc. and subsidiaries {the “Company”) operates as a specialty finance
company that originates, purchases, securitizes, sells, invests in and services residential nonconforming loans and
mortgage backed securities. The Company offers a wide range of mortgage loan products to “nonconforming borrowers,”
who generally do.not satisfy the credit, collateral, documentation or other underwriting standards prescribed by
conventional mortgage lenders and loan buyers, 1nclud|ng U.S. government-sponsored entities such as Fannie Mae or
Freddie Mac. The Company retains significant interests in the nonconforming loans originated and purchased through
their mortgage securities investiment portfolio. Historically, the Company has serviced all of the loans in which they retain
interests through their servicing platform., .

Financial Statement Presentation The Company's consolidated financial statements have been prepared in conformity
with accounting principles generally accepted in the United States of America and prevailing practices within the financial
services industry. The preparation of financial statements requires management to make estimates and assumptions that
affect the reported amounts of assets and liabilities at the date of the financiaf statements and the reported amounts of
income and expense during the period. The Company uses estimates and employs the judgments of management in -
determining the amount of its allowance for credit losses, amortizing premiums or accreting discounts on its morigage
assets, amortizing mortgage servicing rights and establishing the fair value of its mortgage securities, reserve for losses on
third party sales, derivative instruments and mortgage servicing rights and estimating appropriate ‘accrual rates on mortgage
securities — available-for-sale. While the consolidated financial statements and footnctes reflect the best estimates and
judgments of management at the time, actual results could differ significantly from those estimates. For example, it is
possible that credit losses or prepayments could rise 1o levels that would adversely affect profitability if those levels were
sustained for more than brief periods. :

The consolidated financial statements of the Company include the accounts of all wholly-owned subsidiaries. Intercompany
accounts and transactions have been efiminated during consolidation.

Cash and Cash Equivalents The Company considers investments with original maturities of three months or less at the
date of purchase to be cash equivalents. The Company maintains cash balances at severa! major financial institutions in the
Uniled States. Accounts at each institution are secured by the Federal Deposit Insurance Corporation up to $100,000. At
December 31, 2006 and 2005, 93% and 96% of the Company's cash and cash equivalents were with one institution.
Uninsured balances with this institution aggregated $139.2 million and $253.0 million at December 31, 2006 and 2005,
respectively.

Mortgage Loans Mortgage ioans include loans originated by the Company and acquired from other originators. Mortgage
loans are recorded net of deferred loan origination fees and associated direct costs and are stated at amortized cost.
Mortgage loan origination fees and associated direct mortgage loan origination costs on mortgage loans held-in-portfolio are
deferred and recognized over the estimated life of the loan as an adjustment to vield using the level yield method. The
Company uses actual and estimated cash flows, which consider the actual and future estimated prepayments of the loans,
to derive an effective level yield. Mortgage loan origination fees and direct mortgage loan origination costs on morigage
loans held-for-sale are deferred until the related lcans are sold. Mortgage loans held-for-sale are carried at the lower of cost
or market determined on an aggregate basis.

Interest is recognized as revenue when earned according to the terms of the mortgage loans and when, in the opinion of
management, it is collectible. For all mortgage loans that do'not carry mortgage insurance, the accrual of interest on loans is
discontinued when, in management’s opinion, the interest is not collectible in the normal course of business, but in no case
beyond when a loan becomes 90 days delinguent. For mortgage loans that do carry mortgage insurance, the accrual of
interest is only discontinued when in management’s opinion, the interest is not collectible. Interest collected on non-accrual
loans is recognized as income upon receipt.-

The morigage loan portfolio is collectively evaluated for impairment as the individual loans are smalier-balance and are
homogeneous in nature. For mortgage loans held-in-portfolio, the Company maintains an allowance for credit losses
inherent in the portfolio at the balance sheet date. The allowance is based upon the assessment by management of various
tactors affecting its mortgage loan portfolio, including current economic conditions, the makeup of the portfolio based on
credit grade, loan-to-value, delinquency status, historical credit iosses, whether the Company purchased mortgage
insurance and other factors deemed to warrant consideration. The allowance is maintained through ongoing adjustments
to operating income. The assumptions used by management regarding key economic indicators are highly uncertain and
involve a great deal of judgment.

87




An internally developed migration analysis is the primary tool used in analyzing the adequacy of the allowance for credit
losses. This tool takes into consideration historical information regarding foreclosure and loss severity experience and
applies that information to the portiolio at the reporting date. Management also takes into consideralion the use of
mortgage insurance as a method of managing credit risk. The Company pays mortgage insurance premiums on loans
maintained on the consolidated balance sheet and includes the cost of mortgage insurance in the consolidated

! statements of income. .

+

Management's estimate of expected losses could increase if the actual loss experience is different than originally
estimated. In addition, the estimate of expected losses could increase if economic factors change the value that can be
reasonably expected 1o obtain from the sale of the property. If actual losses increase, or if values reasonably expected to
be obtained from property sales decrease, the provision for losses would increase.

The servicing agreements the Company executes for loans it has securitized include a removal of accounts provision which
gives it the right, not the obligation, to repurchase mortgage loans from the trust. The removal of accounts provision can be
exercised for loans that are 90 days to 119 days delinquent. The Company records the mortgage loans subject to the
removal of accounts provision in mortgage loans held-for-sale at fair value.

Mortgage Securities — Available-for-Sale Morigage securities — available-for-sale represent beneficial interests the
Company retains in securitization and resecuritization transactions which include residual interests (the “residual securities”)
and subordinated primary securities {the “subordinated securities). The residual securities include interest-only mortgage
securities, prepayment penatty bonds and overcollateralization bonds. The subordinated securities represent investment-
grade and non-investment grade rated bonds which are senior to the residual interests but subordinated to the bonds sold to
third party investors. Mortgage securities classified as available-for-sale are reported al their estimated fair value with
unrealized gains and losses reported in accumulated other comprehensive income. To the éxtent that the cost basis of
mortgage securities exceeds the fair value and the unrealized loss is considered to be other than temporary, an
impairment charge is recognized and the amount recorded in accumulated other comprehensive income or loss is
reclassified to earnings as a realized loss. The specific identification method was used in computing realized gains or
losses.

Interest-only mortgage securities represent the contractual right to receive excess interest cash flows from a pool of
securitized mortgage loans. Interest payments received by the independent trust are first applied to the principal and
interest bonds (held by outside investors), servicing fees and administrative fees. The excess, if any, is remitted to the
Company related to its ownership of the interest-only mortgage security. Prepayment penalty bonds give the holder the
contractual right to receive prepayment penalties collected by the independent trust on the underlying morigage loans.
Qvercollateralization bonds represent the contractual right to excess principal payments resulting from over
collateralization of the obligations of the trust. . ' ‘

The subordinated securities retained by the Company in its securitization transactions have a stated principal amount
and interest rate. The performance of the securities is dependent upon the performance of the underlying pool of
securitized mortgage loans. The interest rates these securities earn are variable and are subject to an available funds
cap as well as a maximum rate-cap. The securities receive principal payments in accordance with a payment priority
which is designed to maintain specified levels of subordination to the senior bonds within the respective securitization:
trust. The Company accounts for the securities based on EITF 88-20 which prescribes the effective yield method.

As previously described, morigage securities available-for-sale represent retained beneficial interests in certain components
of the cash flows of the underlying mortgage loans to securitization trusts. As payments are received on both the residual
and subordinated securities, the payments are applied to the cost basis of the related mortgage securities. Each period, the
accretable yield for each morigage security is evaluated and, to the extent there has been a change in the estimated cash
flows, it is adjusted and applied prospectively. The estimated cash flows change as management’s assumptions for credit
losses, borrower prepayments and interest rates are updated. The assumptions are established using proprietary models
the Company has developed. The accretable yield is recorded as interest income with a corresponding increase to the cost
basis of the morigage security. ' .

Management believes the best estimate of the initial value of the residual securities it retains in a whole loan securitization is
derived from the market value of the pooled loans. The initial value of the loans is estimated based on the expected open
markel sales price of a similar pool {“the whole loan price methodology”). In open market transactions, the purchaser has
the right to reject loans at its discretion. In a loan securitization, loans cannot generally be rejected. As a result, management
adjusts the market price for loans to compensate for the estimated value of rejected loans. The market price of the securities
retained is derived by deducting the net proceeds received in the securitization (i.e. the economic value of the loans
transferred) from the estimated adjusted market price for the entire pool of the loans.
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The Company uses the whole loan price methodology when it feels enough relevant information is available through its
internal bidding processes for purchasing similar pools of loans in the market. When such information is not available, the
Company estimates the initial value of residual securities retained in a whole loan securitization based on the present value
of future expected cash flows to be received (“the discount rate methodology™). Management's best estimate of key
assumptions, including credit losses, prepayment speeds, market discount rates and forward yield curves commensurate:
with the risks involved, are used in estimating future cash flows. . :

For purposes of valuing the retained residual securities at each reporting period subsequent to the initial vatuation, the
Company uses the discount rate methodology.

The Company estimates initial and subsequent fair value for the subordinated securities based on guoted market prices
obtained from brokers.

Mortgage Securities - Trading Mortgage securities - trading consist of mortgage securities purchased by the Company as
well as retained by the Company in its securitization transactions. Trading securities are recorded at fair value with gains
and losses, realized and unrealized, included in eamings. The Company uses the specific identification method in
computing realized gains or losses.

As described under Mortgage Securities — Available-for-Sale, the Company retains subordinated securities in its
securitization transactions which have a stated principal amount and interest rate and have been retained at a market
discount from the stated principal amount. In addition the Company has purchased subordinated morigage backed
securities from other issuers. The performance of the securities is dependent upon the perfarmance of the underlying
pool of securitized mortgage loans. The interest rates these securities earn are variable and are subject lo-an available
funds cap as well as a maximum rate cap. The securities receive principal paymants in accordance with a payment
priority which is designed to maintain specified leve!s of subordination to the senior bonds within the respectwe
securitization trust. The Company accounts for the securities based on the effective yield method. Falr value is estimated
using quoted market pnces ‘

Mortgage Serwcmg Rights Mortgage servicing rights are recorded at allocated cost based upon the relative fair values oi
the transferred loans and the servicing rights. Mortgage servicing rights are amortized in proportion to and over the
projected net servicing revenues. Periodically, the Company.evaluates the carrying value of mortgage servicing rights based
on their estimated fair value. If the estimated fair value, using a discounted cash flow methodology, is less than the carrying
amount of the mortgage servicing rights, the mortgage servicing rights are written down to the amount of the estimated fair
value. For purposes of evaluating and measuring impairment of mortgage servicing rights the Company stratifies the
mortgage servicing rights based on their predominant risk characteristics. The significant risk characteristic considered by
the Company is period of origination. The mortgage loans underlying the mortgage servicing rights are pools of
homogenous, nonconforming residential loans.

Servicing Related Advances The Company advances funds on behalf of borrowers for taxes, insurance and other
customer service functions. These advances are routlnely assessed for collect:blhty and any uncollectible advances are
appropriately charged to eamings.

Real Estate Owned Real estate owned, which consists of residential real estate acquired in satisfaction of loans, is carried
at the lower of cost or estimated fair value less estimated selling costs. Adjustments to the loan carrying value required at
time of foreclosure are charged against the allowance for credit losses. Costs related to the development of real estate are
capitalized and those related to holding the property are expensed. Losses or gains from the ultimate disposition of real
estate owned are charged or credited to operating income,

Derivative Instruments, net The Company uses derivative instruments with the objective of hedging interest rate risk.
Interest rates on the Company's liabilities typically adjust more frequently than interest rates on the Company's'assets.
Derivative instruments are recorded at their fair value on the consolidated balance sheet. For derivative instruments that
quatify for hedge accounting, any changes in fair value of derivative instruments related to hedge effectiveness are
reported in accumulated other comprehensive income. Gains and losses reported as a component of accumulated other
comprehensive income are reclassified into earnings as the forecasted transactions occur, Changes in fair value of
derivative instruments related to hedge ineffectiveness and non-hedge activity are recorded as adjustments to earnings
through the gains (losses) on derivative instruments line item of the Company’s consolidated income statement. For
those derivative instruments that do not qualify for hedge accounting, changes in the fair value of the instruments are
recorded as adjustiments to earnings through the gains (losses) on derivative instruments line item of the Company's
consolidated income statement. The fair value of the Company's derivative instruments, along with any margin accounts
associated with the contracts, are included in derivative instruments, net on the Company's balance sheet.
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Property and Equipment, net Leasehold improvements, furniture and fixtures and office and computer equipment are
stated at cost less accumulated depreciation. Depreciation is computed using the straight-line method over the
estimated useful lives of the related assets. The estimated useful lives of the assets are as follows:

Leasehold improvements . 5 years (A)
Furniture and fixtures _ byears
Office and computer equipment _ 3-5 years _;

(A) Lesser of 5 years or remaining lease term.

Maintenance and repairs are charged to expense. Major renewals and improvements are capitalized. Gains and losses
on dispositions are credited or charged to earnings as incurred.

The ;;ﬁncipal balance of the Company’s property and equipment was $41.8 million and $29.8 million as of December 31,.
20086 and 2005, respectively. The accumulated depreciation recorded on the property and equipment was $23.7 million
and $16.7 million as of December 31, 2006 and 2005, respectively.

Warehouse Notes Receivable Warehouse noles receivable represent outstanding warehouse lines of credit the
Company provides to approved borrowers. The lines of credit are used by the borrowers to originate mortgage loans.
The notes receivable are collateralized by the mortgage leans originated by the Company’s borrowers and are recorded
at amortized cost. The Company recognizes interest income in accordance with the terms of agreement with the
borrower. The accrual of interest is discontinued when, in management’s opinion, the interest is not collectible in the
normal course of business. .

Due to Securitization Trusts Due to securitizalion irusts represents the fair value of the mortgage leans the Company has
the right to repurchase from the securitization trusts. The servicing agreements the Company executes tor loans it has
securitized include a removal of accounts provision which gives it the right, not the obligation, to repurchase morigage loans
from the trust. The removal of accounts provision can be exercised for loans that are 90 days to 119 days delinquent. Upon
exercise of the call options, the related abligation lo the trusts is removed from the Company’s balance sheet.

Premiums for Mortgage Loan insurance The Company uses lender paid mortgage insurance to mitigate the risk of loss
on loans that are originated. For those loans held-in-portfolio and loans held-for-sale, the premiums for mortgage insurance
are expensed by the Company as the costs of the premiums are incurred. For those loans sold in securitization transactions
accounted for as a sale, the independent trust assumes the obligation to pay the premiums and obtains the right to receive
insurance proceeds. :

Transfers of Assets A transfer of mortgage ioans or mortgage securities in which the Company surrenders control over
the financial assets is accounted for as a sale. When the Company retains control over transferred mortgage loans or
mortgage securities, the transaction is accounted for as a secured borrowing. When the Company sells mortgage loans or
mortgage securities in securitization and resecuritization transactions, it may retain one or more bond classes and servicing
rights in the securitization. Gains and losses on the assets transferred are recognized based on the carrying amount of the
financial assets involved in the transfer, allocated between the assets transferred and the retained interests based on their
retative fair value at the date of transfer.

Management believes the best estimate of the initial value of the residual securities it retains in a whole loan securitization is
derived from the market value of the pooled loans. The initial value of the loans is estimated based on the whole loan price
methodology. In open market fransactions, the purchaser has the right to reject loans at its discretion. In a loan
securitization, loans cannot generally be rejected. As a result, management adjusts the market price for loans to
compensate for the estimated value of rejected loans. The market price of the securities retained is derived by deducting the
net proceeds received in the securitization (i.e. the economic value of the loans transferred) from the estimated adjusted
market price for the entire poo! of the loans. '

An implied yield {discount rate) is derived by taking the projected cash flows generated using assumptions for prepayments,
expected credit losses and interest rates and then solving for the discount rate required to present value the cash flows back
to the initial value derived above. The Company then ascertains the resuiting discount rate is commensurate with current
market conditions. Additionaily, the initial discount rate serves as the initial accretable yield used 1o recognize income on
the securities.

The Company uses the whole loan price methodology when it feels enough relevant information is available through its
internal bidding processes for purchasing similar pools of loans in the market, When such information is not available, the
Company estimates the initial value of residual securilies retained in a whole loan securitization based on the discount rate
methodology. Management's best estimate of key assumptions, including credit losses, prepayment speeds, market
discount rates and forward yield curves commensurate with the risks involved, are used in estimating future cash flows.
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For purposes of valuing the retained residual securmes al each reporting period subsequent to the initiat valuation, the
Company uses the discount rate methodology

" For purposes of valuing the Company's securities, it is important to know that the Company also transfers interest rate
agreements to the trust with the objective of reducing interest rate risk within the trust. During the period before loans are
transterred in a securitization transaction the Company enters into interest rate swap or cap agreements. Certain of these
interest rate agreements are then transferred into the trust at the time of securitization. Therefore, the trust assumes the
obligation to make payments and obtains the right to receive payments under these agreements. .

A significant factor in valuing the residual securities is the portion of the underlying mortgage loan collateral that is
covered by mortgage insurance. At the time of a securitization transaction, the trust legally assumes the responsibility to
pay the mortgage insurance premiums associated with the loans transferred and the rights to receive claims for.credit
losses. Therefore, the Company has no cbligation to pay these insurance premiums. The cost of the insurance is paid by
the trust from proceeds the trust receives from the underlying collateral. This information is significant for valuation.as the
mortgage insurance significantly reduces the severity of credit losses incurred by the trust. Mortgage insurance claims on
loans where a defect occurred in the loan origination process will not be paid by the mortgage insurer. The assumptions
the Company uses to value its residual securities consider this risk. .

The following is a descrrpuon of the methods used by the Company to transfer assets, including the related accounting

treatment under each method:

» Whole Loan Sales Whole loan sales represent loans sold to third parties with servicing released. Gains and losseson
whole loan sales are recognized in the period the sale occurs and the Company has determined that the criteria for
sales treatment has been achieved as it has surrendered control over the assets transferred. The Company generally
has an obligation to repurchase whole Ioans so!d in cwoumstances in WhICh the borrower falls to make the first payment
due to the buyer. ’ . . A .

* Loans and Secunities Sold Under Agreements to Repurchase (Repurchase Agreements) Repurchase agreements
represent legal sales of loans or mortgage securities and a related agreement to repurchase the loans or mortgage
securities at a later date. Repurchase agreements are accounted for as secured borrowings because the Company has
not surrendered control of the transferred assets as it is both entitled and obligated to repurchase the transferred assets *
prior to their maturity. Repurchase agreements are classified as shon-term borrowings in the Company’s consohdaled
balance sheet.

« Securitization Transactions The Company regularly securitizes mortgage loans by transferring mortgage loans to
" independent trusts which issue securities to investors. The securities are collateralized by the mortgage loans

transferred into the independent trusts. The Company retains interests in some of the securities issued by the trust.
Certain of the securitization agreements require the Company to repurchase loans that are found to have legal
deficiencies subsequent to the date of transfer. The Company is alsc réquired to buy back any loan for which the
borrower converts from an adjustable rate to a fixed rate. The fair values of these recourse obligations are recorded
upon the transfers of the morigage foans and on an ongoing basis. The Company also has the right, but not the’
obligation, to acquire loans when they are 90 to 119 days delingquent and al the time a property is liquidated. As
discussed above, the accounting treatment for transfers of assets upon securitization depends on whether or not the
Company has retained control over the transferred assets. The Company records an asset and a liabiiity on the
balance sheet for the aggregate fair value ‘of delinquent loans that it has a right to call as of the balance sheet date
when the securitization is accounted for as a sale.

* Resecuritization Transactions The Company also engages in resecuritization transactions. A resecuritization is the
transfer or sale of mortgage securities that the Company has retained-in previous securitization transactions to an
independent trust. Similar to a securitization, the trust issues securities that are collateralized by the mortgage securities .

Ltransferred to the trust. Resecuritization transactions are accounted for as either a sale or a secured borrowing based on
whether or not the Company has retained or surrendered control over the transferred assets. In the resecuritization
transaction, the Company may retain an interest in a-security that represents the right to receive the cash flows on the
underlying mortgage security collateral after the senior bonds, issued to third parties, have been repaid in full.

Reserve for Losses — Loans Sold to Third Parties The Company maintains a reserve for the representation and

warranly liabilities related to loans sold to third parties, and for the contractual obligation to rebate a portion of any

premium paid by a purchaser when a borrower prepays a sold Iéan within an agreed period. The reserve, which is ™
recorded as a liability on the consolidated balance sheet, is established when loans are sold, and is calculated as the

~ estimated fair value of losses reascnably estimated to ocecur over the life of the loan. Management estimates inherent

losses based upon historical loss trends and frequency and severity of losses for similar loan product sales. The

adequacy of this reserve is evaluated and adjusted as required. The provision for losses recognized at the sale date is
included in the consolidated statements of income as a reduction of gains on sales of mortgage assels.

)|




Fee Income The Company receives fee income from several sources. The following describes significant fee income
sources and the related accounting treatment; ' . R

» Broker Fees Broker fees are paid by other lenders for placing loans with third-party investors (lenders) and are based
on negotiated rates with each lender to whom the Company brokers loans. Revenue is recognized upon loan origination.
and delivery. :

« Loan Origination Fees Loan origination fees represent fees paid to the Company by borrowers and are associated with -
the origination of mortgage loans. Loan ofigination fees are determined based on the type and amount of loans
originated. Loan origination fees and direct origination costs on mortgage loans held-in-portfolio are deferred and
recognized over the life of the loan using the levei yield method. Loan originaticn fees and direct origination costs on
mortgage loans held-for-sale are deferred and considered as part of the carrying value of the loan when sold.

« Service Fee Income Service fees are paid to the Company by either the investor on mortgage loans serviced or the
borrower. Fees paid by investors on loans serviced are determined as a percentage of the principal collected for the
loans serviced and are recognized in the period in which payments on the loans are received. Fees paid by borrowers
on loans serviced are considered ancillary fees refated to loan servicing and include late fees and processing fees.
Revenue is recognized on fees received from borrowers when an event occurs that generates the fee and they are
considered to be collectible. o ; '

Stock-Based Compensation At December 31, 2008, the Company had one stock-based employee compensation plan,
which is described more fully in Note 20. From January 1, 2004 through-December 31, 2005, the Company accounted for
the plan under the recognition and measurement provisions of FASB Statement No. 123 {“SFAS 123", “Accounting for
Stock-Based Compensation.” Effective January 1, 2006, the Company adopted the fair value recognition provisions of
FASB Statement No. 123(R) (“SFAS 123(R)”), “Share-Based Payment”, using the modified-prospective-transition
method. Because the Company was applying the provisions of SFAS 123 prior to January 1, 2006, the adoption of SFAS
123(R) had no material impact on the consolidated financial statements.

Prior to adoption of SFAS 123(R), the Company presented all tax benefits of deductions resulting from the exercise of stock
oplions as operating cash flows in the Statement of Cash Flows. SFAS 123(R) requires the cash flows resulting from the tax
benefits of tax deductions in excess of the compensation cost recognized for those options (excess tax benefits) to be
classified as financing cash flows. Additionally, the write-off of deferred tax assets relating to the excess of recognized
compensation cost over the tax deduction resulting from the award will continue to be reflected within operating cash flows.

Income Taxes The Company is taxed as a Real Estate Investment Trust (“REIT") under Section 857 of the Internal
Revenue Code of 1986, as amended {the “"Code"). As a REIT, the Company generally is not subject to federal income tax.
To maintain its qualification as a REIT, the Company must distribute at least 90% of its REIT taxable income to its
shareholders and meet certain other tests relating to assets and income. If the Company fails to quality as a REIT in any
taxable year, the Company will be subject to federal income tax on its taxable income at regular corporate rates. The
Company may also be subject to certain state and local taxes. Under certain circumstances, even though the Company
qualifies as a REIT, federal income and excise taxes may be due on its undistributed taxable income. Because the
Company has paid or intends to pay dividends in the amount of its taxable income by the statutorily required due date, no
provision for income taxes has been provided in the accompanying financial statements related to the REIT. However, NFl
Holding Corporation, a wholly-owned subsidiary, and its subsidiaries have not elected REIT-status and, therefore, are
subject to corporate income laxes. Accordingly, a provision for income taxes has been provided for the Company's non-
REIT subsidiaries. .

The Company has elected to treat NFi Holding Corporation and its subsidiaries as taxable REIT subsidiaries (collectively the
“TRS"). In general, the TRS may hold assets that the Company cannot hold directly and generally may engage in any real
estate or non-real estate refated business. The subsidiaries comprising the TRS are subject to corporate federal income tax
and are taxed as regular C corporations. However, special rules do apply to certain activities between a REIT and a TRS.
For example, the TRS may be subject to eamings stripping limitations on the deductibility of interest paid to its REIT. In
addition, a RET will be subject to a 100% excise tax on certain excess amounts to ensure that (i) amounts paid to a TRS for
services are based on amounts that would be charged in an arm's-length amount by the TRS, {ii) fees paid to a REIT by the
TRS are reflected at fair market value and (iii) interest paid by the TRS to its REIT is commercially reasonable. '

The TRS records deferred tax assets and liabilities for the future tax consequences attributable to differences between the
financial statement carrying amounts of existing assels and liabilities and their respective income tax bases.
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Discontinued Operations On November 4, 2005, the Company adopted a formal plan to terminate substantially all of
the branches operated by NovaStar Home Mortgage, Inc. (“NHMI™). By June 30, 2006, the Company had terminated all
of the remaining NHMI branches and related operations. The Company considers a branch to be discontinued upon its
termination date, which is the point in time when the operations cease. The provisions of SFAS No. 144, “Accounting for
the Impairment or Disposal of Long-Lived Assets”, require the results of operations associated with those branches
terminated subsequent to January 1, 2004 to be classified as discontinued operations and segregated from the
Company's continuing results of operations for all periods presented. The Company has presented the operating resulls
of NHMI as discontinued operations in the Consolidated Statements of Income for the years ended December 31, 2006,
2005 and 2004. ‘ .

Earnings Per Share (EPS) Basic EPS excludes dilution and is computed by dividing net income available to commaon
shareholders by the weighted-average number of common shares outstanding for the period. Diluted EPS reflects the
potential dilution that could occur if securities or other contracts to issue common stock were exercised or converted into
common stock or resulted in the issuance of commen stock that then shared in the eamings of the entity. Diluted EPS is
calculated assuming all options, restricted stock, performance based awards and warrants on the Company’s common
stock have been exercised, unless the exercise would be antidilutive.

Commitments to Originate Mortgage Loans Commitments to originate morigage loans - held-for-sale meet the
definition of a derivative and are recorded at fair value and are classified as other liabilities in the Company's
consolidated balance sheets. The Company uses the Black-Scholes option pricing model to determine the value of its
commitments. Significant assumptions used in the valuation determination |nc|ude volatility, strike price, current market
price, expiration and ong-month LIBOR, . . ;

New Accounting Pronouncements

In February 2006, the FASB issued SFAS No. 155, “Accounting for Certain Hybrid Financial Instruments”, an amendment
of FASB Statements No. 133 and SFAS No. 140 (“SFAS 1557). This statement permits fair value remeasurement for any
hybrid financial instrument that contains an embedded derivative that otherwise would require bifurcation. It also clarifies
which interest-only strips and principal-only strips are not subject to FASB Statement No. 133, “Accounting for Derivative
Instruments and Hedging Activities” ("SFAS 133"). The statement also establishes a requirement to evaluate interests in
securitized financial assets 1o identify interests that are freestanding derivatives or hybrid financial instruments that
contain an embedded derivative requiring bifurcation. The statement also clarifies that concentration of credit risks in the
form of subordination are not embedded derivatives, and it alsc amends SFAS 140 to eliminate the prohibition on a
Qualifying Special Purpose Entity (*QSPE") from hotding a derivative financial instrument that pertains to a beneficial
interest other than another derivative financial instrument. SFAS 155 is effective for all financial instruments acqusred or
issued after the beglnnmg of an entity’s first fiscal year that begins after September 15, 2006.

In January 2007, the FASB provided a scope exception under SFAS 155 for securitized interests that only contain an
embedded derivative that is tied to the prepayment risk of the underlying prepayable financial assets, and.for which the
investor does not control the right to accelerate the settlement. If a securitized interest contains any other embedded
derivative (for example, an inverse floater), then it would be subject to the bifurcation tests in SFAS 133, as would
securities purchased at a significant premium. The Company does not expect that the adoption of SFAS 155 will have a
material impact on the Company’s financial position, results of operations or cash flows. However, to the extent that
certain of the Company’s future investments in securitized financiai assets do not meet the scope exception adopted by
the FASB, the Company’s {future resulis of operations may exhibit volatility i such investments are required to be
bifurcated or marked to market value in their entirety through the income statement, depending on the election made by
the Company. .

In-March 2008, the FASB issued SFAS No. 156, “Accounting for Servicing of Financial Assets”, an amendment of SFAS
No. 140 ("SFAS 156"). This statement requires that an entity separately recognize a servicing asset or a servicing liability
when it undertakes an obligation to service a financial asset under a servicing contract in certain situations. Such
servicing assets or servicing liabilities are required.to be initially measured at fair value, if practicable. SFAS 156 also
allows an entity to choose one of two methods when subsequently measuring its servicing assets and servicing liabilities:
{1) the amortization method or (2) the fair value measurement method. The amortization method existed under SFAS
140 and remains unchanged in (1) allowing entities to amortize their servicing assets or servicing liabilities in proportion
to and over the period of estimated net servicing income or net servicing loss and (2} requiring the assessment of those
servicing assets or servicing liabilities for impairment or increased obligation based on fair value at each reporting date.
The fair value measurement method allows entities to measure their servicing assets or servicing liabilities at fair value
each reporting date and report changes in fair value in earnings in the period the change occurs. SFAS 156 introduces
the notion of classes and allows companies to make a separate subsequent measurement election for each class of its
servicing rights. In addition, SFAS 156 requires certain comprehensive roll-forward disclosures that must be presented
for each class. The Statement is effective as of the beginning of an entity’s first fiscal year that begins after September
15, 2006. The Company does not expect the adoption of SFAS 156 will have a material impact on the Company's
financial statements.
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In June 2008, the FASB issued FASB Interpretation No. 48 (“FIN 48"), “Accounting for Uncertainty in Income Taxes - an
interpretation of FASB Statement No. 109". FIN 48 prescribes a recognition threshold and measurement attribute for the
financial statement recognition and measurement of a tax position taken or to be taken on a tax return. This interpretation
also provides additional guidance on derecognition, classification, interest and penatties, accounting in interim periods,
disclosure, and transition. This interpretation is effective for fiscal years beginning after December 15, 2006. The
Company will adopt the provisions of FIN 48 beginning in the first quarter of 2007. The cumulative effect of applying the
provisions of FIN 48 will be reported as an adjustment to the opening balance of relained earnings on January 1, 2007.
The Company does not expect the adoption of FIN 48 to have a material impact to its consolidated financial statements;
however, the Company is still in the process of completing its evaluation of the impact of adopting FIN 48.

In September 2006, the FASB issued SFAS No. 157, “Fair Value Measurements™ (“SFAS No. 157"). SFAS No. 157
establishes a framework for measuring fair value and requires expanded disclosures regarding fair value measurements.
This accounting standard is effective for financial statements issued for fiscal years beginning after November 15, 2007.
The Company is still evaluating the impact the adoption of this statement will have on its consalidated financial
statements. :

In September 2008, the Securities and Exchange Commission (*SEC”) issued Staff Accounting Bulletin No. 108,
Considering the Effects of Prior Year Misstatements when Quantifying Misstatements in Current Year Financial
Statements (“SAB No. 1087). SAB No. 108 provides guidance regarding the consideration of the effects of prior year
misstatements in quantifying current year misstatements for the purpose of materiality assessments. The method
established by SAB No. 108 requires each of the Company's financial statements and the related financial statement
disclosures to be considered when quantifying and assessing the materiality of the misstatement. The provisions of SAB
108 are effective for financial statements issued for fiscal years beginning after December 31, 2006. The Company is still
evaluating the impact the adoption of this statement will have on its consolidated financial statements.

in February 2007, the FASB issued SFAS No. 159, "The Fair Value Option for Financial Assets and Financial
Liabilities—Including an amendment of FASB Statement No. 115." SFAS No. 159 permits entities to choose to measure
many financial instruments and certain other items at fair value. Unrealized gains and losses on items for which the fair
value option has been elected will be recognized in earnings at each subsequent reporting date. This accounting
standard is effective for financial statements issued for fiscal years beginning after November 15, 2007. The Company is
still evaluating the impact the adoption of this statement will have on its consolidated financial statements.

FASB has been deliberating on a technical interpretation of GAAP with respect to the accounting for transactions where
assets are purchased and simultaneously financed through a repurchase agreement with the same party and whether
these transactions create derivatives requiring a “net” presentation instead of the acquisition of assets and related
financing obligation. The Company's current accounting for these transactions is to record the transactions as an
acquisition of assets and related financing obligation. The alternative accounting treatment would be to record any net
cash representing the “haircut” amount as a deposit and the forward leg of the repurchase agreement (that is, the
obligation to purchase the financial asset(s) at the end of the repo term) as a derivative. Because the FASB has not
issued any guidance on this matter as of the filing date of this report, the Company has not changed its accounting
treatment for this item. During the first quarter of 2006, the Company purchased approximately $1.0 billion of mortgage
loans from counterparties which were subsequently financed through repurchase agreements with that same
counterparty. As of December 31, 2008, the entire $1.0 billion of mortgage loans purchased during the first quarter
remained on the Company’s consolidated balance sheet but they were no longer financed with repurchase agreements
as they had been securitized in transactions structured as financings and the short-term repurchase agreements were
replaced with asset backed bond financing. Additionally, during 2006 the Company purchased $64.1 million of securities
from counterparties which were subsequently financed through repurchase agreements with the same counterparties. As
of December 31, 2006 the market value of these securities which remained on the Company’s consolidated balance
sheet was $62.9 million. If the Company would be required to change its current accounting based on this inlerpretation
the Company does not believe that there would be a material impact on its consolidated statements of income, however,
total assets and total liabilities would be reduced by approximately $50.9 million at December 31, 2006. In addition, cash
flows from operating and financing activities would be reduced by approximately $50.9 million for the year ended
December 31, 2006. The Company believes its liquidity would be unchanged, and it does not believe the economics of
the transactions or its taxable incorme or status as a REIT would be affected.
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Reclassifications Reclassifications to prior year amounts have been made to conform to current year presentation, as
follows, .

In accordance with SFAS No. 144, “Accounting for the Impairment or Disposal of Long-Lived Asseis the Company has:
reclassified the operating results of NHMI and its branches through December 31, 2006, as dlscontlnued operations an :
the Consohdated Statements of Income for the years ended 2006, 2005 and 2004

The Company earns interest income from funds the Company holds as custodian and eams interest from cosporate
operating cash. The Company has reclassified these earnings from “Other Income, net” to “Interest Income” on the .,
consolidated statements of income for the years ended 2005 and 2004. The amount of other income reclassified to
interest income for 2005 and 2004 was $21.5 million and $6.8 million, respectively.

Note 2. Mortgage Loans

Mortgage loans, all of which are secured by residential properties, consisted of the following as of December 31, (dollars in*
thousands):

2006° 2005

Mortgage loans - hefd-forsate: . 3
| Outstanding principal _ .. -~ . . . I . % 1 6318918 . 1 238 689
Loans under removal of accounts provision - 107,043 44,382
[ Net deferred originationcosts T T TTTTg891 12,018
Allowance for the lower of costor fairvalve B (5,006) (3,530)
iMQ[tgageLoqns,— heldfor-sale - : % . 1741,8138$ . . 1,291,556,
, Weighted averagecowpon .~ '; 8.69% 8.11%
L Percent of loans with prepayment penalties - N T 88% - 65%
Mortgage loans - held-in-portfolio: - ...~
i Outstgmdmg principat =~ o s $ 210 768 5 M_MZ_Q,Q&:@
_Netu unamortized deferred criginationcosts =~ . — 37,219 _ 455
{ Amortized cost. . 2138987 29539
,Allowance for creditlosses - (22,452) (699)
| Mortgage loans ~ held-in-portfolio___ _ _ __ ; SRR X 2,116,535 $ 28,840
. Weighted average coupon S — 835% __ _  9.85%
i Percent of loans with prepaymentpenalties = . B1% 0%

During 20086 the Company transferred $2.7 billion of mortgage loans from its held-for-sale classification to held-in-
portfolio. These loans were either subsequently securitized in transactions structured as financings or paid off.

During 1997 and 1898, the Company completed the securitization of loans in transactions that were structured as
financing arrangements for accounting purposes. These non-recourse financing arrangements match the toans with the
financing arrangement for long periods of time, as compared to repurchase agreements that mature frequently with
interest rates that reset frequently and have liquidity risk in the form of margin calls. Under the terms of the asset-backed
bonds issued in the securitizations, the Company is entitled to repurchase the mortgage loan collateral and repay the
remaining bond obligations when the aggregate collateral principal balance falls below 35% of their eriginal balance for
the loans in Series 97-01 and 25% for the loans in Series 97-02, Series 98-01 and Series 98-02. During the fourth
guarter of 2006, the Company exercised this option for Series 1998-1 and Series 1998-2 and retired the related asset-
backed bonds, which had a remaining balance of $18.8 million. During the fourth quarter of 2005, the Company
exercised this option for Series 1997-1 and Series 1997-2 and retired the related asset-backed bonds, which had a
remaining batance of $7.8 million. The Company transferred $20.4 million and $10.3 million of mortgage loans
associated with these asset backed bonds from the held-in- porrfollo classification to held-for-sale in 2006 and 2005,
respectively, with the intent to sell or securitize the loans.

95




The servicing agreements the Company executes for loans it has securitized include a “clean up” call option which gives
it the right, not the obligation, to repurchase mortgage loans from the trust. The clean up call option can be exercised
when the aggregale principal balance of the mortgage loans has declined to ten percent or less of the original
aggregated mortgage loan principal balance. During the twelve months ended December 31, 2006, the Company
exercised the “clean up” calt option on NMFT Series 2000-1, NMFT Series 2000-2, NMFT Series 2001-1, NMFT Series
2001-2, NMFT Series 2002-1 and NMFT Series 2002-2 and repurchased loans with a remaining principal balance of
$192.8 million from these trusts for $184.7 million in cash. The trusts distributed the $184.7 million to retire the bonds
held by third parties. The repurchased mortgage loans are included in the mortgage loans held-for-sale classification on
the Company’s consalidated balance sheets and it is the Company’s intention to sell or securitize these loans. On
September 25, 2005, the Company exercised the "clean up” call option on NMFT Series 1999-1 and repurchased loans
with a remaining principal balance of $14.0 million from the trust for $6.8 million in cash. The trust distributed the $6.8
million to retire the bonds held by third parties.

At December 31, 2006, the Company had the right, not the obligation, to repurchase $73.0 million of mortgage loans
from the NMFT Series 2002-3 securitization trust under the Company’s clean up call option.

Collateral for 19% and 12% of the mortgage loans held-for-sale outstanding as of December 31, 2006 was located in
Florida and California, respectively. Collateral for 42% and 19% of the mortgage loans held-in-portiolio outstanding as of
December 31, 2006 was located in California and Florida, respectively. As of December 31, 2006 interest only loan
products made up 10% of the loans classified both as held-for-sale and held-in-portfolio. In addition as of December 31,
2006 MTA loan products made up 11% and 50% of the loans classified as held-for-sale and held-in-portfolio,
respectively, These MTA loans had $29.5 million in negative amortization during 2006. The Company has no other
significant concentration of credit risk on mortgage loans. .

At December 31, 2006 a majority of the loans classified as held-for-sale and all of the loans classified as held-in-portfolio
were pledged as collateral for financing purposes. '

Loans that the Company has placed on non-accrual status totaled $48.8 and $3.7 million at December 31, 2006 and
2005, respectively. At December 31, 2006 the Company had $57.4 million in loans past due S0 days or more, which were
still accruing interest as compared to $7.2 million at December 31, 2005. These loans carried mortgage insurance and
the accrual will be discontinued when in management’s opinion the interest is not collectible.

Activity in the allowance for credit losses on mortgage loans — held-in-portfolio is as follows for the three years ended
December 31, (dollars in thousands): ) '

) _ ‘ T 2006 2005 2004
Bafance, beginning of period __ - %___ 699 $ __507.% " 1,319
Prowslon forcreditlosses . BOAAN _;__ _1 038 726
Charge -offs, net of recovenes L (8,378) _- ' (846). (1.53%")
Balance, end of period : $ 22452 § 699 § 507
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Note 3. Loan Securitizations and Loan Sales
The Company executes loan securitization transactions which are accounted for as sales of loans. Derivative instruments
are also transferred into the trusts as part of each of these sales transactions o reduce interest rate risk to the third-party
bondhotders.

Details of the securitizations structured as sales Ior the three years ended December 31, are as follows
(dollars in thousands)

Allocated Value of
Retained Interests

L . . Fair Value of
. ' Mortgage Subordinated  Principal Derivative
Y " NetBond Servicing Bond . Balance of Instruments . Gain
Proceeds Rights -_Classes Loans Sold Transferred  Recognized
2006. S SO S AU U U S PRSI DS i e e s rme b e e o e s
NMFT Series 2005-4 (A) §. 378.944 § 2258 . 9416, $ 3789445 2598 1203
NMFT Series 20062 999,790 6041 40858 1021102 __ 6015 11 242
NMFT Series 2006-3 ____1072.258 6516 _ _ 47,408 __ 1100000 __ __ 5073 10209
NMFT Serles 2006-4 993841 _.‘Z-O_“pw.'@:@ﬁf’& 1025359 1818 14, 401
NMFT Series 2006-5 __ 1264695 - 8969 _ 46762 _ 15300000 _ __ 1732 _ 5675
NMFT Series 2006-6 1,213,447 " 8,650 48,578 1,250,000 2,811 " 6,785
$ 5922975 § 39474 § .. 244978 § 6,075,405 $ . 17,708 § 50,215
2005: e
NMFT Senes 2005-1 _ _§ 2,066,840 _$__H1 1448 & 88433 §_ 2 100 000 $_ 13 669 $ __ 18,136
NMFT Serles2005-2 . 1783102 9751 62741 1799992 :,_,__u‘,? gusg___”_,__', 29,202
NMFT Serres 2005-3 .2,425088 14,966 104,206 . . 2 499,983 _9,194 3 %_L
NMFT Series 2005-4 (A) 1,153,033 . - 7,311, - 77,040 1,221,065 . - .5,232 7,480
$ 7,428,063 $ 43476 $ 3324208 ° 7621,030 § 30,459 § 58,765
2004 - - ..K.WMWWM_W-;_,___“ .
NMFT Series 2003-4 (B) $_ _472391 % 1 880 $ 224948 4798108 . . — % ____ 9015
NMFT Séries 2004-1 _ 1722282 7987 _ 92059 1750000 _ __(13848) __ 64112
NMFT Series 20042 1370021 6244 67468 __ 1399999 15865 _. 8961
NMFT Series2004-3 2,149,260 9,520 104901 2199895 _  (6708) __ 40443
NMFT Series 2004-4 2,459,875 13.628_ . 94,911 2,500,000 . 5617, 21,721
$ 8,173829 § 39,250 § 381,833 8 8,329,804 § 729 § 144,252

{A) OnJanuary 20, 2006 NovaStar Mortgage delivered to the trust the remaining $378.2 million In loans collateralizing NMFT Series
2005-4. All of the bonds were issued to the third-party investors at the date of initial close, but the Company did not receive the
escrowed proceeds related to the final close untit January 20,-2006.

(B) On January 14, 2004 NovaStar Mortgage delivered to the trust the remaining $479.8 million in foans collateralizing NMFT Series
2003-4. All of the bonds were issued to the third-party investors at the date of initial close, but the Company did not receive the
escrowed proceeads related to the final close until January 14, 2004.

In the securitizations, the Company retains residual securities {representing interest-only securities, prepayment penatty
bonds and overcollateralization bonds) and certain subordinated securities representing subordinated interests in the
underlying cash fiows and servicing responsibilities. The value of the Company's retained securities is subject to credit,
prepayment, and interest rate risks on the transferred financial assets.

During 2006 and 2005, U.S. government-sponsored enterprises purchased 49% and 51%, respectively, of the bonds sold to
the third-party investors in the Company’s securitization transactions. The investors and securitization trusts have no
recourse to the Company's assets for failure of borrowers to pay when due except when defects occur in the loan
documentation and underwriting process, éither through processing errors made by the Company or through intentional or
unintentional misrepresentations made by the borrower or agents dunng those processes. Refer to Note 9 for further .
discussion.

4
' . .
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Mortgage loans held-in-portfolio include loans that the Company has securitized in structures that are accounted for as
financings. During 2008, the Company executed two securitization transactions, NovaStar Home Equity Series (‘“NHES”)
2006-1 and NHES 2006-MTA1, respectively, which were accounted for as financings under SFAS No. 140, “Accounting for
Transfers and Servicing of Financial Asseis and Extinguishments of Liabilities — a replacement of FASB Statement

No. 125".

These securitizations are structured legally as sales, but for accounting purposes are treated as financings under SFAS

No. 140. These securitizations do not meet the qualifying special purpose entity criteria under SFAS No. 140 and related
interpretations because after the loans are securitized the securitization trusts may acquire derivatives relating to beneficial
interests retained by the Company and, the Company, as servicer, subject to applicable contractual provisions, has
discretion to call {cther than a clean-up call) loans back from the trust. Accordingly, the loans remain on the balance sheet
as “loans held-in-portfolio”, retained interests are not created, and securitization bond financing replaces the short-term debt
with the loans. The Company records interest income on loans held-in-portfolio and interest expense on the bonds issued in
the securitizations over the life of the securitizations. Deferred debt issuance costs and discounts related to the bonds are
amortized on a level yield basis over the estimated life of the bonds.

Details of the Company’s securitization transactlons structured as financings during 2006 are as follows {dollars in
thousands): .

Principal Balance of Loans

e i Net Bond Proceeds Financed
NHES Senes 20061 % . _A3TB48 % 1350000
NHES Series 20086- MIN'_ L 1,188,111 1,199,913

$ 2,505,457 _ § 2,549,913

—— e — e e m e e - [P . mmmre m—

As described in Note 1, fair value of the residual securities at the date of securitization is either measured by the whole loan
price methodology or the discount rate methodology. For the whole loan price methodology, an implied yield (discount rate)
is calculated based on the value derived and using projected cash flows generated using key economic assumptions.
Comparatively, under the discount rate methodology, the Company assumes a discount rate that it feels is commensurate
with current market conditions. Key economic assumptions used to project cash flows at the time of loan securitization
during the three years ended December 31, 2006 were as follows:

NovaStar Mortgage Funding Constant Average Life Expected Total Credit Losses, Net Discount
Trust Series Prepayment Rate  (in Years) of Mortgage Insurance (A) Rate
b .. 20066 LM% 219 87%. 15%
e e e 2006',5_, . e e . ,_...WW.NA.S!.‘W MA-.,_W,.?:H,,,H estm i e+ o e _,._3,'.9_‘ I e . e ,15, -
L 20064 43 207 29 Rt
... . 20063 . B s o L n30 L 15
. 20062 a4 202 24 _ . 15
oL 20054 43 2d2 . _ _23 | AR I
“f . =053 . 4. __"=206 __ 20 . .15
... .20052 .. %8 . ._.20 .2\ _ . ___..1B8
L 20084 .8 _ __ 240 _ ___ ___36 __ .. _, .. 15 _
— ... . 20044 93 _ .22 _ _ ... .. .40 ... 26
L 20043 34 244 a5 19
o ....20042 08 . 270 o 81 ... _%
| 2004-1_ 33 2.71 . 5.9 : 20

e e G e a e e B WL e e e e M e e L e e —

(A} Represents expected credit losses for the life of the securilization up to the expected date in which the related
asset-backed bonds can be called.

Fair value of the subordinated securities at the date of securitization is based on quoted market prices.

The Company executes sales of loans to third parties with servicing released. Gains and losses on whole loan sales are
recognized in the period the sale occurs. The Company generally has an cbligation to repurchase whole loans sold in
circumstances in which the borrower fails to make the first payment. Additicnally, the Company is also required to repay all
or a portion of the premium it receives on the sale of whole loans in the avent that the loan is prepaid in its entirety in the first
year. The Company records a reserve for losses on repurchased loans upon the sale of the mortgage loans.
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Activity in the reserve for repurchases is as follows for the three years ended December 31, {dollars in thousands):. © .

vty

‘ . 2006 2005 . 2004

Balance; beginning of period ______ 8 2345 8 —§ .
Provision torrepymrgh“aaeg)ga_ns ‘ - L 28,617 3,265 —
Chargeoffsnet ... _ ... .. ___..__ (6189 (@20 = =
" Balance, end of period - . . . ' § 24773 § 2345 § —

TN " .

Note 4. Mortgage Securities — Available-for-Sale

Mortgage securities — available-for-sale consist of the Company's investment in the residual securities and subordinated
securities issued by securitization trusts sponsored by the Company. Residual securities consist of interest-only,
prepayment penalty and overcollateralization bonds. Subordinated securilies consist of rated bonds which are lower on
the capital structure. Management estimates the fair value of the residual securities by discounting the expected future
cash flows of the collateral and bonds. Fair value of the subordinated securities is based on quoted market prices. The
following table presents certain information on the Company’s portfolio of mortgage securities — avallable-for-sale for the
periods indicated (dollars in thousands): )

. -

¥

Unrealized Losses

: Unrealized Less Than Twelve - ; Estimated Fair.  Average
_ __Cost Basis _ Gain Months S Vaiue ;. _Yield (A)
AsiofDecémber 31,2006 § 310760 $ __ 39683 S __ _(1131)_ - §__ , 349312 -.41:84%
As of December 31, 2005 394,107 113,785 {2,247) 505645 . 47.32

(A} The average yield is calculated from the cost basis of the mortgage securmes and does not grve effect to changes in falr value that
are reflected as a component ol shareholders’ equity. . .

During the twelve months ended December 31, 2006 and 2005 management concluded that the declme in value on
certain securities in the Company’s mortgage securities — available-for-sale portfolio were other-than-temporary. As a
result, the Company recognized an impairment on mortgage securities — available-for-sale of $30 7 and $17.6 million
during the twelve months ended December 31, 2006 and 2005 respectively. ‘

During the twelve months ended December 31, 2006, the Company exercrsed the “clean up” call option on NMFT Serres
2000-1, NMFT Series 2000-2, NMFT Series 2001-1, NMFT Series 2001-2, NMFT Series 2002-1 and NMFT Series 2002-
2.The mortgage loans were repurchased from the trusts and cash was paid to retire the bonds held by third parttes

~ Along with the cash paid to the trusts, any remaining cost basis of the related mortgage securities and. mortgage
servicing rights, $6.6 million, became part of the cost basis of the repurchased rnortgage loans. .,

During the twelve months ended December 31, 2005, the Company exercrsed the “clean up” caIl option on NMFT Series
1999-1. The mortgage loans were repurchased from the trusts and cash was paid to retire the bonds held by third
parties. Along with the cash paid to the trusts, any remaining cost basis of the related’ mortgage securltles $74 mllllon
became part of the cost basrs of the repurchased mortgage loans.

- + - " D +

" As of December 31, 2006 and December 31, 2005 the Company had two subordinated avarlable for-sale securmes wrth
unrealized losses and fair values aggregating $46. 7 million and $42.8 million, respectlvely The Company has deemed
these securities to be only temporarily impaired because there was not an adverse change in estimated cash flows.

. s . B L . - L. "_“. . 4
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The following table is a roll-forward of mortgage securities — available-for-sale from January 1, 2005 to December 31,
2006 (in thousands):

Estimated Fair

Unrealized Value of
Cost Gain Mortgage

e e e e Basis {Loss) Securities
gAs of January 1,2005_ . % 409948 $ 79,229 § . 489,175

_ __Increases (decreases) to morigage seCurmes . L L o .
| ____m.__N§W_§2¢U! ities retained.in securitizations . ___ . . .289,519 2073 29 ,592‘
. Accretionotincome(A) . Awwsa - o L 1734
i~ __Proceeds from paydowns of securities (A) (B) __ . (452 050) - . {452,050)
___Impairment on morgage securities - avallable-for sale (17,619) 17619 - . -
f - “Transfer of securities to mor’(gage loans held-for-sale due to o T 4)1
;.:,.-_,4_'_-_, _repurchase of mortgage foans from securitization trust (C) _ __ _ _ _(7423) ___. - _._". ..(7.423)
___ Mark-to-market value adjustment - 12 617 12,617
Let (decrease) increase to mortgage securlttes ~ L (15,83'9)" 32,309 16,470’
As of Decemberd1,2006 o . 394,107 111,538 505,645
'_ - Increases (decreases) to mortgage securities: __ . __ - e g '
_ . New securities retained in securitizations __ _ _____ __ 154,990 2482 157452
| Puchaseofsecurties . . 192 IR -3
______Accretionofincome{Ay . _ 142879 .ot . 142879
S Proceeds from paydowns of securities (A} (B)__ e (346 047) - (346 047)
___ _ Impairment on mortgage securities - available- for-sale e . .(30,690) 30 690 o
; Transfer of securities to mortgage loans held-for-sale due 10 i
{_. . __Tepurchase of mortgage loans from securitization trusts (D)~ (6.401) . = (5153) = _ (11,554)
— Mark-to-market value §d59_3,_‘"_1§."!_‘.__. e e e e e - (100,985) (100:985)
INet decrease to mortgage securities . | (83,347) (72,986) (156,333)

As of December 31, 2006 $ 310,760 $

38,552 $ 349,312

(A} Cash received on mortgage securities with no cost basis was $5.4 million for the year ended December 31, 2006 and $17.6 million

tfor the year ended December 31, 2005.

(B) For mortgage securities with a remaining cost basis, the Company reduces the cost basis by the amount of cash that is
contractually due from the securitization trusts. In contrast, for mortgage securities in which the cost basis has previously reached
zero, the Company recerds in interest income the amount of cash that is contractually due from the securitization trusts. In both
cases, there are instances where the Company may not receive a portion of this cash until after the balance sheet reporting date.
Therefore, these amounts are recorded as receivables from the securitization trusts. As of December 31, 2006 and December 31,
2005, the Company had receivables from securitization trusts of $18.8 million and $3.4 million, respectively, related to mortgage
securities available-for-sale with a remaining cost basis. Also the Company had receivables from securitization trusts of $0.7 million
and $0.3 million related to mortgage securities with a zero cost basis as of December 31, 2006 and 2005, respectively.

(C) The remaining loans in the NMFT Series 1999-1 securitization trust were called on September 25, 2005.

(D) The remaining loans in the NMFT Series 2000-1, NMFT Series 2000-2, NMFT Series 2001-1, NMFT Series 2001-2, NMFI‘ Series

 2002-1 and NMFT Series 2002-2 securitization trusts were called during 2006.

Maturities of mortgage securities owned by the Company depend on repayment characteristics and experience of the
underlying financial instruments. The Company expects the securities it owns as of December 31, 2006 to mature in one

to five years.

During 2005 and 2004, the Company securitized the interest-only, prepayment penalty and overcollateralization
securities of various securitizations and issued NovaStar Net Interest Margin Certificates (NIMs). These resecuritizations
were accounted for as secured borrowings. In accordance with SFAS No. 140, control over the transferred assets was
not surrendered and thus the transactions were recorded as financings for the mortgage securities. The detail of these

transactions is shown in Note 8. -
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As of December 31, 2008, key economic assumptions and the sensitivity of the current fair value of the Company’s
residual securities to immediale adverse changes in those assumptions are as follows, on average for the porriolro
{(dollars in thousands) . oo - : . . - '

AR

. P f
o . ' - v

rCarryrng amountlfarr value of resrdual interests (A) I R $ 302 629"
Weighted average life (inyears)* _W'“‘ - L _ —— L ;w_,',_,.,;m 12
Weighted average prepayment speed assumption (CPR). (percent) R ../
Fair value after a 10% increase in prepaymentspeed __;,_ e e —_ .8 303816
L_Farr value after a 25% increase in_prepayment speed R S $ am 749
Weighted average expected annual ¢ credit losses (percent of current collateral balance) A B2
_ Fair value after.a 10% increase in.annual creditiosses ..~ -~~~ - $ 280,773
_Fair value after a 25% increase in annual creditlosses - . ,___..;5“. 254,792
Welghted average reS|duaI cash ﬂows discount rate (percent) 18
_Fair value after a 500 basis point increase in discountrate . $ 288135
] :_Fair value atter a 1000 basrs poml increase in drsccunt rate . T _______,'__ ,__$,,2_7_4,§ﬂ,1;
Marketinterestrates: _ U
..Fair.value after.a 100 basis point.increase.in discount rate — % 253, 831
Fair value after a 200 basis point increase in discount rate \ : . e - $'218,956

(A) The subordinated securities are not included in this table as their fair value is based on QUored markel prices. ' -

These sensitivities are hypothetical and should be used with caution. As the analysis indicates, changes in fair value
based on a 10% or 25% change in assumptions generally cannot be extrapolated becalise the relationship of the change
in assumption to the change in fair value may not be linear. Also, in this table the effect of a variation in a particutar
assumption on the fair value of the retained interest is calculated without changing-any other assumption; in reality, .*
changes in one factor may result in changes in another {for example, incréases in markel interest rates may result ine—+*
lower prepayments and increased credit losses), which might magnify or counteract the sensitivities. - :

The actual static pool credit toss as of December 31, 2006 was 0.42% and the cumulative projected static pool credit loss
for the life of the sécurities is.1.86%. Static pool losses are calculated by summing the actual and pro;ected future credrt '
losses and dlvrdrng them by the original balance of each pool of assels

13
The table beI0w presents quantitative mformatlon about dellnquencres net credn Iosses and compcnents of securlllzed
financial assets and other assets managed together wrth them (dollars in thousands):

A

For the Year Ended December 31,

Principal Amount of- Net Credit Losses
A Total Principal Amount of Loans 60 Days or During the Year
? L y Loans (A) More Past Due’ Ended December 31,
e b . ___ 2008 2005 2006 2005 . 2006 2005
Loans securitized (B)..>_____'$ 12,586,366 -$_ 12722279 $_809.874. $: 404,592 _$_73,784 _$ 38,639 .
Loans held-for-sale. . 1647063 - 1238953 25112 . 1897 _7366 . 1,027
Loans held-in-portiolio "~ 2,108,129 - - ° 30,028 78,384 - ' 3,124 1,605(C) 1 072(C)
Total loans managed or - T : . o
securitized (D) $ 16,341,558 $ 13,991,260 $ 913,370 $ 409,613 $ 82,555 § 40,738

- [N . L

(A} Includes assels acqmred through foreclosure. - . :

(B) Loans under removal of accounts provision have not been repurchased from the securitization trusts, therefore lhey are. mcluded
in loans securitized.

(C) Excludes mortgage insurance proceeds on policies paid by the Company and |nc|udes interest accrued on loans 90 days or more
past due for which the Company had discontinued interest accrual.

(D) Does not include loans being interim serviced after the sale of the loans 1o a third party.
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Note 5. Mortgage Securltles Tradlng

As of December 31, 2008, mortgage securities ~ trading consisted of certain subordinated securities retamed by the
Company from securitization transactions as well as subordinated securities purchased from other issuers in the open
market. As of December 31, 2005, mortgage securities — trading consisted of certain subordinated securities retained by
the Company from securitization fransactions. Management estimates their fair value based on quoted market prices.
The following table summarizes the Company's mortgage securities — trading as of December 31, 2006 and 2005
(dollars in thousands): .

Amortized Cost Average
e Original Face Basis ___FairValue _ Yield (A)
‘As'of December 31,2006 ' - §.. 365898 +§ . 7 ‘332045 .:§ _ 329361 1312%
As of December 31, 2005 54,400 43,189 43,738 14.59

{A} Calculated from the average fair value of the securities.

The Company recognized net trading (losses) gains of $(3.2) million and $0.5 million for the years ended December 31,
2006 and 2005, respectively. '

On February 23, 2006, the Company sold the M-9 bond ¢lass security which it had retained from its NMI-—F Series 2005-4
securitization, to a third party and recognized a gain on the sale of approximately $351,000. .

As of December 31, 2006 and 2005 the Company had pledged all of its trading securities as collateral for financing
purposes.

Note 6. Mortgage Servicing Rights
The Company records mortgage servicing rights arising from the transfer of loans to the securitization trusts. The-

following schedule summarizes the carrylng value of mortgage servicing rights and the actlwty during 2006, 2005 and
2004 (dollars in thousands):

L . _ 2006 2005 - 2004
Balance, January1 S ‘ r L. .. ® 57122 .8 420105 $ 19,685
Amount capitalized i in, connectlon W|th transferof Ioans tos secumlzatlon trusts 39474 43476 39,259
Amortlzatlon G ERowA g e e e o (390680) - (2_8,35_:_1) (16 934)
Transfer of cost basis to mortgage Ioans held- for sale due to secuntlzatlon calls (127) - -
Balance, December 31 - T T TN 5 62830 ¢ § 57,122 $ -42.010

The estimated fair value of the servicing rights aggregated $74.2 million and $71.9 million at December 31, 2006 and
December 31, 2005, respectively. The fair value is estimated by discounting estimated future cash flows from the
servicing assets using discount rates that approximate current market rates. The fair value as of December 31, 2006 was
determined utilizing a 12% discount rate, credit losses net of mortgage insurance (as a percent of current principal
batance) of 3.2% and an annual prepayment rate of 47%. The fair value as of December 31, 2005 was determined
utilizing a 12% discount rate, credit losses net of mortgage insurance (as a percent of current principal balance) of 2.1%
and an annual prepayment rate of 49%. There was no allowance for the impairment of mortigage servicing rights as of
December 31, 2006 and 2005.

Mortgage servicing rights are amortized in proportion to and over the estimated period of net servicing income. The

estimated amortization expense for 2007, 2008, 2009, 2010, 2011 and thereafter is $29.6 million, $15.2.million, $6.8
million, $3.6 million, $2.3 million and $5.3 million, respectively.
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The Company receives annual servicing fees approximating 0.50% of the outstanding balance and rights to future cash
flows arising after the investors in the securitization trusts have received the return for which they contracted. Servicing .
fees received from the securitization trusts were $59.2 million, $59.8 million and $41.5 million for the years ended
December 31, 2006, 2005 and 2004, respectively. During the year ended December 31, 20086 the Company paid

$32,000 to cover losses on delinquent or foreclosed loans from securitizations in which the Company did not maintain- -+
control over the mortgage loans transferred. During the year ended December 31, 2005 the Company incurred $220,000
in losses on delinguent or foreclosed loans purchased from securitizations in which the Company did not maintain control
over the mortgage loans transferred. No such transactions were executed with securitizations in which the Company dld :
not maintain control over the mortgage loans transferred during the year ended December 31, 2004. .

The Company holds, as custodian, principal and interest collected from borrowers on behalf of the securitization lrusts
as well as funds collected from borrowers to ensure timely payment of hazard and primary mortgage insurance and
property taxes related to the properties securing the loans. These funds are not owned by the Company and are held in,
trust. The Company held, as custodian, $545.2 million and $585.1 million at December 31, 2006 and 2005, respectively.

Note 7. Warehouse Notes Receivable

The Company had $39.5 million and $25.4 million dus from borrowers at December 31, 2006 and 2005, respectively.
These notes receivable represent warehouse lines of credit provided to a network of approved mortgage borrowers. The
weighted average interest rate on these notes receivable is indexed to one-month LIBOR and was 9. 12% and 7. 89% at’
December 31, 2006 and 2005, respectively. The allowance for losses the Company recorded on these notés recelvable
was mmgmﬂcant as of December 31 2006 and 2005,
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Note 8. Borrowings

Short-term Borrowings ' The followmg tables summanze the Company's repurchase agreements for the penods indicated
{dollars in thousands): : ,
. ‘ _ " Maximum. . ‘
O P _ . Borrowing. - Days to _
, L . Capacity - Rate Reset Balance
December 31, 2006 : . ' ' _ ‘.
Short-term borrowings (mdexed to one-month LiBOR) o o e
Repurchase agreement explnng November 15, 2007 ) ' ' o ‘m
o e e 81000000 677% 1§ 393746]
Repurchase agreement exprnng Apnl 14, 2007 k. . . _..BOOOOO  BOO M .. 436,302
Repurchase agreement expiring January 6, 2007 N : : o
({7 J . 800000 577 25.. 371860
Repurchase agreement expmng November 9, 2007
(F F)_ o : 750,000 ' 577 12 1 429,733
Repurchase agreement expiring May 31,2007 (E)___ 500,000 ___ 6.00 1 .. 322 906
Repurchase agreement expiring June 28, 2008 (E) Y—— . ..150,000 _ ,Z-l(l‘____al . ! 000
Repurchase agreement expiring April 12, 2009 (E) 150,000 .+ 710:- 25 40, 1_2_7_4
Repurchase agreement expiring July 31, 2009 (B) (E) 180000 743 1 40,449
Loan and receivables agreement expiring January 6, : _ . ,‘
2007 (A) (B)_ . BO000___ 602 __3_______ 1675
Repurchase agreement, expiring January 10, 2007 (C) .
©_ 100,000 6.32 12 40,330
Total short-term borrowings 8 2152208
December 31, 2005
Shor’( term borrowings (indexed to one-month LIBOR): L e
Repurchase agreement.expiring November 15, 2006 :
©__ % 1,000,000 498% 1 _ $ 388056
Repurchase agreement exprrrng April 14,2006 (F) 800,000 530 13, 262867
Repurchase agreement expiring February 6, 2006 (F) _ 800000 512 _ 25 422,452]
Repurchase agreement expiring September 29, 2006
®© . i e 750,000 525 g 327,339
Repurchase agreement ¢ explrlng August 4, ,.2006 (F} 100,000 — 25 e ——:'j
Loan and receivables agreement expiring October 6,
2006 (B) (G). e e o e e .. 80,000 T =
Repurchase agreement expiring December1 2006 i
L) I A 50,000 . 538 12 17,8554
Total short-term borrowrngs . $ 1,418,569

(A} Expiration date was extended to October 8, 2007 subsequent to December 31, 2006.

(B) Agreements do not provide for additional capacity beyond the maximum capacity the Company has in place under the master
repurchase agreement for that particular lender and essentially act as sub-limits underneath the overall capacity.

(C) Expiration date was extended to March 2, 2007 subsequent to Decermbsr 31, 20086.

(D) Eligible collateral for this agreement is mortgage loans.

(E} Eligible collateral for this agreement is mortgage securities.

(F) Eligible collateral for this agreement is both mortgage loans and mortgage secuntles

(G) Eligible collateral for this agreement is servicing related advances.

104




The following table presents certain information on the Company's repurchase agreements for the periods mdlcated (dollars
in thousands): . :

' e . ~, « For the Year Ended December 31,
o | 2006 2005
Maximum month-end outstanding balance during the period $__3978629 $ 2,362,895
Average balance outstanding during th the e period - - T * 2282715 1,294,452
Weighted average rate for period _ , L 5.98%. _  4.66%
Weighted average interest rate at penod end “___ L S0 5.95% 5.15%

The Company’s mortgage loans, certaln morigage securities, and certain servicing related advances are pledged as
collateral on these borrowings. . . : X

All of the Company’s warehouse repurchase credit facilities include numerous representations, warranties and
covenants, including requirements to maintain a certain minimum net worth, minimum equity-ratios and other customary
debt covenants. Events of default under these facilities include material breaches of representations or warranties, failure
to comply with covenants, material adverse effects upon or changes in business, assets, or financial condition, and other
customary matters. Events of default under certain of the Company's facilities also include termination of our status as
servicer with respect to certain securitized loan pools and failure to maintain profutabllrty over consecutive quarters. In
addition, if the Company breaches any covenant or an event of default otherwise occurs under any. warehouse hor
repurchase credit facility under which borrowings are outstanding, the lenders under-all existing warehouse repurchase
credit facilities could demand immediate repayment of all cutstanding amounts because all of the warehouse repurchase
credit facilities contain cross-default provisions. Management believes the Company is in compllance with all debt
covenants at December 31, 2006. o . -

Lo ot et b1 -t

. e B

. A o
In the event that the Company does not obtain a rnodrflcatron or waiver of any breach ofa covenant requrrement the
borrowing capacity under such breached facility would not be available to the Company so long as the Company
remained out of compliance. Further, if at the time of noncompliance the Company continued to have borrowings -
_outstanding under such breached facility, the breach would permit lenders under each of the Company’s other .
warehouse repurchase facilities to acceterate-all amounts then outstanding. The Company also has the unilateral right 1o
prepay the borrowings at any time. Management believes the borrowing capacity currently existing and expected to exist
under the Company's warehouse repurchase agreements is adequate.to permit-a transfer of all- cotlateral from any “ .
breached facility and is adequate: to malntaln the Company s current Ievel of operations. e
# ] 1 . . FU N B . oo “wty .
Repurchase agreements generally contain margin calls under whrch a portlon ‘of the borrowings miist be repard if the' tarr
value of the mortgage securities — available-for-sale,' mortgage securities - trading or mortgage Ioans coIIaterallzmg the
repurchase agreements falls below a contractual ratro to the borrowungs outstandlng ] '
g o vt
Accrued mterest on the Company’s repurchase agreements was $6 7 mrllron as of December 31, 2006 as compared to $3 2
miflion as of December 31, 2005. !

* In connection with the lending agreement with UBS Warburg Real Estate Securities, ‘Inc. (“UBS”) NovaStar Mortgage .
SPV | (“NovaStar Trust”) a Delaware statulory trust; has been established by NMI as a whaolly owned special-purpose
warehouse finance subsidiary whose assets and liabilities are lncluded in the Company's consolidated financial
statements. ] . .

1 L b : ’ ¢
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" .

NovaStar Trust has agreed to issue and sell to UBS mortgage notes (the “Notes”). Under the agreements that document
the issuance and sale of the Notes:

» all assets which are from time to time owned by NovaStar Trust are legally owned by NovaStar Trust and not by
NMI.

¢ NovaStar Trust is a legal entity separate and distinct from NM! and all other affiliates of NMI.

o the assets of NovaStar Trust are legally assets only of NovaStar Trust, and are not legally available to NMI and
ail other affiliates of NMI or their respective creditors, for pledge to other creditors or to satisfy the claims of
other creditors.

= none of NMI or any other affiliate of NMI is legally liable on the debts of NovaStar Trust except for an amount
limited to 10% of the maximum dollar amount of the Notes permitted to be issued.

+ the only assets of NMI resulting from the issuance and sale of the Notes are:
1) any cash portion of the purchase price paid from time to time by NovaStar Trust in consideration of
mortgage loans sold to NovaStar Trust by NMI; and
2) the value of NMI's net equity investment in NovaStar Trust,

As of December 31, 2006, NovaStar Trust had the féllowing assets:
1) whole loans:; $395.4 million
2) cash and cash equivalents: $2.0 million.

As of December 31, 2006, NovaStar Trust had the following liabilities and equity:

1} short-term debt due to UBS: $393.7 million, and

2) $3.7 million in members’ equity investment.
Asset-backed Bonds (“ABB”) The Company issued ABB secured by its mortgage loans as a means for long-term non-
recourse financing. For financial reporting and tax purposes, the mortgage loans held-in-portfolio as coliateral are recorded
as assets of the Company and the ABB are recorded as debt. Interest and principal on each ABB is payable only from
principal and interest on the underlying mortgage loans collateralizing the ABB. Interest rates reset monthly and are indexed
to one-menth LIBOR. The estimated weighted-average months to maturity is based on estimates and assumptions made by
management. The actual maturity may differ from expectations. However, the Company fetains the option to repay the ABB,
and reacquire the mortgage loans, when the remaining unpaid principal balance of the underlying mortgage loans falls
below 35% of their original amounts for Series 1998-1 and Series 1998-2. During the fourth quarter of 2006, the Company
exercised this option for Series 1998-1 and 1998-2 and retired the related ABB which had a remaining balance of $18.8
million. The mortgage loans were transferred from the held-in-portfolio classification to held-for-sale and have been or will be
sold to third party investors or used as collateral in the Company's securitization transactions.

The following table summarizes the ABB transactions for the year ended December 31, 2006 (doltars in thousands);

‘ Bonds Issued Interest Rate Spread
e Date Issued (A)B) .. +Over LIBOR (A) Loans Pledged
NHES Series 20061 _April 28, 2006 $_ . 1,320974 _ _ 0.06%-195% _ $ _ 1,350,000
NHES Series 2006- MTA 1 June 8, 2006 1,189,785 0.19%-0.65% 1,199,913

(A) The amounts shown do not include subordinated bonds retained by the Company.
{B) The bonds issued for the NHES 2006-MTA1 securitization include $198.2 million in Class X Notes. The Class X Notes are AAA-
rated and are entitled to interest-only cash flows.

The Company issued net interest margin certificates (“NIMs”} secured by its mortgage securities available-for-sale as a
means for long-term financing. For financial reporting and tax purposes, the morgage securities available-for-sale
collateral are recorded as assets of the Company and the NIMs are recorded as debt. The performance of the mortgage
loan collateral underlying these securities directly affects the performance of these bonds. Interest rates are fixed at the
time of issuance and do not adjust over the life of the bonds. The estimated weighted average months to maturity are
based on estimates and assumptions made by management. The actual maturity may differ from expectations. There
were no NIMs transactions in the year ended December 31, 2008,
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The lollowing table summarizes the NiMs transactions for the year ended December 31, 2005 (dollars in thousands):

.

, Interest Collateral
. o e Date Issued Bonds Issued Rate (NMFT Series) {A)
Issue 2005-N1_ . June22,2005 $ 130,875 4.78% 2005-1 and 2005-2_}

(A} The NIMs transactions are secured by the interest-only, prepayment panalty and overoollateral:zatlon securities of the respectwe
residual mortgage securities — available-for-sals.

The following is a summary of outstanding ABB and refated loans (dollars in thousands).

Asset-backed Bonds Mortgage Loans
Estimated
Weighted |
Weighted Average
Average Months Weighted
Remaining Interest to Call or Remaining Average
o Principal Rate Maturity Principal (A) Coupon
As of December 31, 2006: ' : ’ ' o
ABB: : , ' ' R
[ NHES Series 2006-1 $ 1042202 561% 40 $ 1,058,353 __B8.58%)
__ NHES Series 2006-MTA1 _ . - ~. . -1,032,842 5.60 49 1042415 - 812
[ Unamoriized debt issuance costs, net - (7,554) : L ___]
o “t$ 2,067,490 ' $ 2,101,768
NIMs: . . , .
[ Issue 2005-N1 _ _$_ . 9558 4.78% 5 ©___- (@)
Unamortized debt issuance costs, net E (39)

S T — E——

As of December 31, 2005

ABB: . - _
(__NHES Series 1998-1 .8 9,391 4.78% 33 $ 10933 9.91%|
_~Nﬂ§S_Seﬁes 1998-2 17558 479 - 48 19,095  9.82
e $ 26949 , $ 30028 |
NiMs: I —
lssue 2004-N2 - % 3557  4.46% 1 ' (B) )
Issue 2004-N3 49475 397 9 ©) _ ©)
[ lssue2005N1__ . 73998 478 22 (D) )
Unamortized debt issuance cosls, net {1,400) o _
. . -~ $ 125630 - _ |

(A) Includes assels acquired through foreclosure for lhe 1998-1 and 1998-2 issues. '

(B) Collateral for the 2004-N2 ABB Is the interest-only, prepayment penalty and overcollateralization mortgage securities of NMFF 2004-1
and NMFT 2004-2.

(C) Callateraf for the 2004-N3 ABB is the interest-only, prepaymem penalty and overcollateralization mongage securities of NMFT 2004-
and NMFT 2004-4.

(D} Collateral for the 2005-N1 ABB is the mterest-onty, prepaymenl penatty and overcollateralization mongage securities of NMFT 2005-1
and NMFT 2005-2.
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The following table summarizes the expected repayment requirements refating to the securitization bond financing at
December 31, 2006. Amounts listed as bond payments are based on anticipated receipts of principal on underlying
mortgage loan collateral using expected prepayment speeds. Principal repayments on these ABB is payable only from the
mortgage loans collateralizing the ABB. {dollars in thousands):

- Asset-backed

e Bonds
2007 $_ 693318
2008 e ew .. .. 598,868
2009 . _ 380091
200 284,677
2011 - T 27848
Thereaﬂer —_

$ 2,084,602

Junior Subordinated Debentures. In April 20086, the Company established NovaStar Capital Trust if (“NCTII"), a
statutory trust organized under Delaware law for the sole purpose of issuing trust preferred securities. NovaStar
Mortgage, Inc. {“NMI”) owns all of the common securities of NCTII. On April 18, 2006, NCTIl issued $35 million in
unsecured floating rate trust preferred securities to other investors, The trust preferred securities require quarterly
interest payments. The interest rate is fioating at the three-month LIBOR rate plus 3.5% and resets quarterly. The trust
preferred securities are redeemable, at NCTII's option; in wholé or in part, anytime without penalty on or after June 30,
2011, but are mandatorily redeemable when they mature on June 30, 2036. If they are redeemed on or after June 30,
2011, but prior to maturity, the redemption price will be 100% of the principal amount plus accrued and unpaid interest.

The proceeds from the issuance of the trust preferred securities and the common securities of NCTil were loaned to NMI
in exchange for $36.1 million of junior subordinated debentures of NMI, which are the sole assets of NCTII. The terms of
the junior subordinated debentures match the terms of the trust preferred securities. The debentures are subordinate and
junior in right of payment to all present and future senior indebtedness and certain other financial obligations of the
Company. NovaStar Financial entered into a guarantee for the purpose of guaranteeing the payment of any amounts to
be paid by NMI under the terms of the debentures. NovaStar Financial may not declare or pay any dividends or
distributions on, or redeem, purchase, acquire or make a liquidation payment with respect to any of its capital stock if
there has occurred and is conlinuing an event of default under the guarantee. Following payment by the Company of -
offering costs, the Company's net proceeds from the offering aggregated $33.9 million.

The assets and liabilities of NCTII are not consolidated into the consolidated financial statements of the Company.
Accordingly, the Company's equity interest in NCTIl is accounted for using the equity method. Interest on the junior
subordinated debt is included in the Company’s consolidated statements of income as interest expense—subordinated
debt and the junior subordinated debentures are presented as a separate category on the consolidated balance sheets.

In March 2005, the Company established NovaStar Capital Trust | (“NCTI"), a statutory trust organized under Delaware
law for the sole purpose of issuing trust preferred securities. NMI owns all of the common securities of NCTI. On March
15, 2005, NCTI issued $50 million in unsecured floating rate trust preferred securities to other investors, The trust
preferred securilies require quarterly interest payments. The interest rate is floating at the three-month LIBOR rate plus
3.5% and resels quarterly. The trust preferred securities are redeemable, at NCTI’s option, in whole or in part, anytime
without penalty on or after March 15, 2010, but are mandatorily redeemable when they mature on March 15, 2035. If
they are redeemed on or after March 15, 2010, but prior to maturity, the redemption price will be 100% of the prmcnpal
amount plus accrued and unpaid interest.

The proceeds from the issuance of the trust preferred securities and from the sale of 100% of the commaon stock of NCTI
to the Company were loaned to the Company in exchange for $51.6 million of junior subordinated debentures of the
Company, which are the sole assets of NCTI. The terms of the junior subordinated debentures match the terms of the
trust preferred securities. The debentures are subordinate and junior in right of payment to all present and future senior
indebtedness and certain other financial obligations of the Company. NovaStar Financial entered into a guarantee for
the purpose of guaranteeing the payment of any amounts to be paid by NMI under the terms of the debentures. If an
event of default has occurred and is continuing under the junior subordinated debentures, NMI may not declare or pay
any dividends or distributions on, or redeem, purchase, acquire or make a liquidation payment with respect to, any
shares of its capital stock. In addition, NovaStar Financial may not declare or pay any dividends or distributions on, or
redeem, purchase, acquire or make a liquidation payment with respect to any of its capital stock if there has occurred
and is continuing an event of default under the guarantee. Faollowing payment by the Company of offering costs, the
Company's net proceeds from the offering aggregated $48.4 million.
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The assets and liabilities of NCTI are not consolidated into the consolidated financial statements of the Company. -
Accordingly, the Company’s equity interest in NCTI is accounted for using the equity method. Interest on the junior
subordinated debt is included in the Company's consolidated statements of income as interest expense—subordinated
debt and the junior subordinated debentures are presented as a separate category on the consolidated balance shesets.

Note 9. Commitments and Contingencies

Commitments. The Company has commitments 1o borrowers to fund residential mortgage loans as well as .
commitments to purchase and sell mortgage loans to third parties. At December 31, 2006, the Company had outstanding
commitments to originate and purchase loans of $774.0 million and $11.8 million, respectively. The Company had no
outstanding commitments to sell loans at December 31, 2006. At December 31, 2005, the Company had outstanding
commitments 1o originate, purchase and sell loans of $545.4 million, $33.4 million and $93.6 million, respectively. The
commitments to originate and purchase loans do not necessarily represent future cash requirements, as some portion of

the commitments are likely to expire without being drawn upon.

In the ordinary course of business, the Company sells whole poo!s of loans with recourse for borrower defaults. When
whole pools are sold as opposed to securitized, the third party has recourse against the Company for certain borrower
defaults. Because the loans are no longer on the Company’s balance sheet, the recourse component is considered a
guarantee. During 2006 the Company sold $2.2 billion of loans with recourse for borrower defaults as compared.to $1.1
billion in-2005. The Company maintained a $24.8 million reserve retated to these guarantees as of December 31, 2006
compared with a reserve of $2.3 million as of December 31, 2005. During the course of 2006 the Company paid $21.3
million in cash to repurchase loans sold to third parties. In 2005, the Company paid $2.3 million in cash to repurchase
loans sold to third parties. ) ; : ‘ o e

In the ordinary course of business, the Company sells loans to securitization trusts and guarantees losses suffered by
the trusts resutting from defects in the loan origination process. Defects may occur in the loan documentation and
underwriting process, either through processing errors made by the Company or through intentional or unintentional
misrepresentations made by the borrower or agents during those processes. If a defect is identified, the Company is
required to repurchase the loan. As of December 31, 2006 and 2005 the Company had loans sold with recourse with an
outstanding principal balance of $12.6 billion and $12.7 billion, respectively. Historically, repurchases of loans where a
defect has occurred have been insignificant; therefore, the Company has recorded no reserves related to these
guarantees. ' - e

The Company leases office space under various operating lease agreements. Rent expense for 2006, 2005 and 2004,
aggregated $8.7 million, $11.0 million and $15.9 million, respectively. At December 31, 20086, future minimum lease
commitments under those leases are as follows (doflars in thousands): :

Lease .
L Otligations :

d

2007 __ _ $_  _ 11,65

2008 ‘1139 o
2009 _ _ ____ _ _ ._ 10784

2000 ... ... 198,

2011 . . _ ___.2580"

Thereafter 1,374

The Company has entered into various lease agreements in which the lessor agreed to repay the Company for certain
existing lease obligations. The Company has recorded deferred lease incentives related to these payments which will be
amortized into rent expense over the life of the respective lease on a straight-line basis. Deferred lease incentives as of
December 31, 2006 and 2005 were $3.0 million and $3.5 million; respectively. .
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The Company has also entered into various sublease agreemenits for office space formerly occupied by the Company.
The Company received approximately $861,000, $53,000 and $1.2 million in 2006, 2005 and 2004, respectively under
these agreements. At December 31, 2006, future minimum rental receipts under those subleases are as follows (dollars
in thousands):

Lease
o e e Receipts _ ‘
2007 - $ i 10
2008 ‘ 1,130
et USSR E L o
2009 et e .2 1,163
20 _ 405
o
Thereafter -

Contingencies. Since Aprii 2004, a number of substantially similar class action lawsuits have been fited and
consolidated into a single action in the Untied States District Court for the Western District of Missouri, The consolidated
complaint names the Company and three of the Company’s executive officers as defendants and generally alleges

that the defendants made public statements that were misleading for failing to disclose certain regulatory and licensing
matters. -The plaintiffs purport to have brought this consolidated action on behalf of all persons who purchased the
Company’s common stock (and sellers of put options on the Company’s common stock) during the period October 29,
2003 through April 8, 2004. On January 14, 2005, the Company filed a motion to dismiss this action, and on May 12,
2005, the court denied such motion. On February 8, 2007, the court certified the case as a class action, and on February
20, 2007, the Company filed a motion to reconsider with the court. The Company believes thal these claims are without
merit and continues to vigorously defend against them. .

in the wake of the securities class action, the Company has also been named as a nominal defendant in several
derivative actions brought against certain of the Company’s officers and directors in Missouri and Maryland. The
complaints in these actions generally claim that the defendants are liable to the Company for tailing to monitor corporate
affairs so as to ensure compliance with applicable state licensing and regulatory requirements.

In April 2005, three putative class actions filed against NHMI and certain of its affiliates were consolidated for pre-trial
proceedings in the United States District Court for the Southern District of Georgia entitled In Re NovaStar Home
Mortgage, Inc. Morigage Lending Practices Litigation. These cases contend that NHM! improperly shared settlement
service fees with limited fiability companies in which NHMI had an interest (the “LLCs"), in viotation of the fee splitting and
anti-referral provisions of the federal Real Estate Setllement Procedures Act (‘RESPA"), and also allege certain
violations of state law and civil conspiracy. Plaintiffs seek treble damages with respect to the RESPA claims,
disgorgement of fees with respect to the state law claims as well as other damages, injunctive relief, and attorneys' fees.
In addition, two other related class actions have been filed in state courts. Miller v. NovaStar Financial, Inc., et al., was
filed in October 2004 in the Circuit Court of Madison County, lllinois and Jones et al. v. NovaStar Home Morlgage, Inc., et
al., was filed in December 2004 in the Circuit Court for Baltimore City, Maryland. In the Miller case, plaintiffs allege a
violation of the lllinocis Consumer Fraud and Deceptive Practices Act and civil conspiracy and contend certain LLCs
provided setifement services without the borrower’s knowledge. The plaintiffs in the Miller case seek a disgorgement of
fees, other damages, injunctive reliet and attorney's fees on behalf of the class of plaintifis. In the Jones case, the
plaintifts allege the LLCs violated the Maryland Mortgage Lender Law by acting as lenders and/or brokers in Maryland
without proper licenses and contend this arrangement amounted 1o a civil conspiracy. The plaintiffs in the Jones case
seek a disgorgement of fees and attorney’s fees. In January 2007, all of the plaintifts and NHMI agreed upon a
nationwide settlement. Since not alt class members will elect to be part of the settlement, the Company estimated the
probable obligation related to the settlement to be in a range of $3.9 million to $4.7 million. In accordance with SFAS Nao.
5, “Accounting for Contingencies”, the Company recorded a charge to earnings of $3.9 million in December of 2006. This
amount is included in “Accounts payable and other liabilities” on our consolidated balance sheet and included in
“Professional and outside services” on our consolidated statement of income.

In December 2005, a putative class action was filed against NMI in the United States District Court for the Westem
District of Washington entitied Pierce et al. v. NovaStar Mortgage, Inc. Plaintiffs contend that NMI failed to disclose prior
to closing that a broker payment would be made on their loans, which was an unfair and deceptive practice in violation of
the Washington Consumer Protection Act. Plaintiffs seek excess interest charged, and treble damages as provided in
the Washington Consumer Protecticn Act and attorney’s fees. On October 31, 2008, the district court granted plaintiffs’
motion to certify a Washington state class. NM! sought to appeal the grant of class certification; however, a panel of the
Ninth Circuit Court of Appeals denied the request for interlocutory appeal so review of the class cerification order must
wait until after a final judgment is entered, it necessary. The case is set for trial on April 23, 2007. NM)| believes that it
has valid defenses to plaintiffs' claims and it intends to vigorously defend against them.,
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In December 2005, a putative class action was filed against NHMI in the United States District Court for the Middie
District of Louisiana entitled Pearson v, NovaStar Home Mortgage, Inc. Ptaintiff contends that NHMI violated the federal
Fair Credit Reporting Act (“FCRA”) in connection with its use of pre-approved offers of credit. Plaintiff seeks (on his own
behalf, as well as for others similarly situated) statutory damages, other nominal damages, punitive damages and
attomney's fees and costs. In January 2007, the named plaintiff and NHMI agreed to settle the lawsuit for a nominal
amount. : :

In February, 2007, two putative class actions were filed in the Untied States District Court for the Western District of
Missouri. The complaints name the Company and three of the Company’s executive officers as defendants and generally
allege, among other things, that the defendants made materially false and misleading statements regarding our business .
and financial results. The plaintitfs purport to:have brought the actions on behalf of all persons who purchased or
otherwise acquired our common stock during the period May 4, 2006 through February 20, 2007. The Company believes
that these claims are without merit and will vigorously defend against them. . .

In addition:to those matters listed above, the Company is currently a party to various other legal proceedings and claims,
including, but not limited to, breach of contract claims, class action or individual claims for violations of the RESPA,
FLSA, federal and state laws prohibiting employment discrimination, federal and state laws prohibiting discrimination in
lending and federal and state licensing and consumer protection laws. :

White management, including internal counsel, currently believes that the ultimate outcome of all these proceedings and
claims wili not have a material adverse effect on the Company's financial condition or results of operations, litigation is
subject to inherent uncertainties, If an unfavorable ruling were to occur, there exists the possibility of a material adverse
impact on the Company's financial condition and results of operations. o

Note 10. Shareholders’ Equity

The Company’s Direct Stock Purchase and Dividend Reinvestment Plan (“DRIP") allows for the purchase of stock
directly from the Company and/or the automatic reinvestment of all or a percentage of the dividends shareholders receive
and allows for a discount from market of up to 3%. During 2006 the Company sold 2,938,200 shares of its common stock
under the DRIP at a weighted average discount of 1.6%, resulting in net proceeds of $85.4 million. During 2005 the
Company sold 2,609,320 shares of its common stock under the DRIP at a weighted average discount of 2.0%, resulting
in net proceeds of $83.6 million.

The Company also sold 2,000,000 shares of its common stock during 2006 in a registered controlled equity offering. The
Company raised $57.5 million in proceeds from these sales, which were net of $0.5 million in expenses related to the
offering. :

During the years ended December 31, 2006 and 2005, 130,444 and 148,797 shares of common stock were issued under
the Company's stock-based compensation plan, respectively. Proceeds of $0.6 million and $0.7 million were received
under these issuances during 2006 and 2005, respectively.

On January 20,:2006, the Company initiated offers to rescind certain shares of its common stock issued pursuant to its
401(k) plan and DRIP that may have been sold in a manner that may not have complied with the registration
requirements of applicable securities laws. The Company repurchased 493 shares of its common stock from eligible
investors who accepted the rescission offers as of March 31, 2006, the date the rescission offers expired.

In June 2005, the Company completed a firm-commitment underwritten public'offering of 1,725,000 shares of its
common stock at $35.00 per share. The Company raised $57.9 million in net proceeds from this offering. '

The Company's Board of Directors has approved the purchase of up to $9 million of the Company's common stock. No
shares were repurchased during 2005 and 2004. Under Maryland law, shares purchased under this plan are to be
returned to the Company’s authorized but unissued shares of common stock. Common stock purchased under this plan
is charged against additional paid-in capital. ' : ' ‘

In connection with various regulatory lending requirements, certain wholly-owned subsidiaries of the Company are
required to maintain minimum levels of net worth. At December 31, 2006, the highest minimum net worth requirement
applicable to any subsidiary was $250,000. All wholly-owned subsidiaries were in compliance with these requirements as
of December 31, 2006.
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Note 11. -Derivative Instruments and Hedging Activities

The Company’s objective and strategy for using derivative instruments is to mitigate the risk of increased costs on its
variable rate liabilities during a period of rising rates. The Company’s primary goals for managing interest rate risk are to
maintain the net interest margin between its assets and liabilities and diminish the effect of changes in general interest
rate levels on the market value of the Company.

The derivative instruments used by the Company to manage this risk are interest rate caps and interest rate swaps. -
Interest rate caps are contracts in which the Company pays either an upfront premium or monthly or quarterly premium to
a counterparty. In return, the Company receives payments from the counterparty when interest rates rise above a certain
rate specified in the contract. During 2006, 2005 and 2004, premiums paid related to interest rate cap agreements
aggregated $1.3 million, $2.4 million and $1.6 million, respectively. When premiums are financed by the Company, a
liability is recorded for the premium obligation. Premiums due to counterparties as of December 31, 2006 and 2005 were
$3.9 million and $3.4 millicn, respectively, and bear a weighted average interest rate of 4.0% and 3.5% in 2006 and
2005, respectively. The future contractual maturities of premiums due to counterparties as of December 31, 2006 are -
$1.8 miflion, $1.4 million, $0.5 million and $0.2 million due in years 2007, 2008, 2009 and 2010, respectively. The interest
rate swap agreements to which the Company is party stipulate that the Company pay a fixed rate of interest to the
counterparty and the counterparty pays the company a variable rate of interest based on the notional amount of the
contract. The liabilities the Company hedges are asset-backed bonds and borrowings under its mortgage loan and
mortgage security repurchase agreements as discussed in Note 8.

The Company's derivative instruments that meet the hedge accounting criteria of SFAS No. 133 are considered cash
flow hedges. The Company also has derivative instruments that do not meet the requirements for hedge accounting.
However, these derivative instruments do contribute to the Company’s overall risk management strategy by serving to
reduce interest rate risk on average short-term borrowings collateralized by the Company’s loans held-for-sale.

The following tables present derivative instruments as of December 31, 2006 and 2005 (dollars in thousands}):

Maximum
Days to
. Notional Amount Fair Value Maturity
As of December 31, 2006: e e el .
© _Non-hedge derivativeinstruments .. 8 _ . _ 1375000 % 7111  _ 1608
Cash flow hedge derivative instruments 810,000 4,050 756
As of December 31,2005: o
. Non-hedge derivative instruments s 18555000 $ 8395 1820

The Company recognized net (income) expense of $(0.3) million, $0.2 millicn and $3.1 million during the three years
ended December 31, 2006, 2005 and 2004, respectively, on derivative instruments qualitying as cash flow hedges, which
is recorded as a component of interest expense,

During the three years ended December 31, 2006, hedge ineffectiveness was insignificant. The net amount included in
other comprehensive income expected to be reclassified into earnings within the next twelve months is income of
approximately $163,000.

The derivative financial instruments the Company uses also subject them to “margin call” risk. The Company's deposits
with derivative counterparties were $5.7 million ang $4.4 million as of December 31, 2006 and 2005, respectively.

The Company's derivative instruments involve, to varying degrees, elements of credit and market risk in addition to the
amount recognized in the consolidated financial statements.

Credit Risk The Company’s exposure to credit risk on derivative instruments is equal to the amount of deposits {margin)
held by the counterparty, plus any net receivable due from the counterparty, plus the cost of replacing the contracts should
the counterparty fail. The Company seeks to minimize credit risk through the use of credit approval and review processes,
the selection of only the most creditworthy counterparties, continuing review and monitoring of all counterparties, exposure
reduction techniques and thorough legal scrutiny of agreements. Before engaging in negotiated derivative transactions with
any counterparty, the Company has in place fully executed written agreements. Agreements with counterparties aiso call for
full two-way netting of payments. Under these agreements, on each payment exchange date all gains and losses of
counterparties are netted into a single amount, limiting exposure to the counterparty to any net receivable amount due.
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Market Risk The potential for financial loss due to adverse changes in market interest rates is a function of the
sensilivity of each position to changes in interest rates, the degree to which each position can affect future earnings
under adverse market conditions, the source.and nature of funding for the position, and the net effect due to offsetting
positions. The derivative instruments utilized leave the Company in a market position that is designed to be a better
position than if the derivative instrument had not been used in interest rate risk management.

Other Risk Considerations The Company is'cognizant of the risks involved with derivative instruments and has policies
and procedures in place to mitigate risk associated with the use of derivative mstruments in ways appropnate toits "
business activities, considering its risk proflle as a limited end-user. . e o .

Note 12. Comprehensive Income

Comprehensive income includes revenues,. expenses gains and losses that are not mcluded in net income, The -
following is a rollforward of accumulated olher comprehensive income for the three’ years ended December-31, 2006
(dollars in thousands): -

For the Year Ended December 31,
. - 2006 B 2005 . 2004
Net Income $ 72,938 $ ©.139,124 § 115,389
Other comprehensive (loss) income: ’ ’ '

“Change in unreaiized gain on mortgage securiies — . T )
-available-for-sale, netoftax - .. . ot . {99,703)- . . 14690 .. . -(24,462)
Change in unrealized gain on mortgage securmes_—_ T S - ' oo
available-for-sale due to repurchase of mortgage Ioans . o T : S
from securitization trusts J : (5,153) ’ o= —
“Impairment on mértgage securities - available-for-sale T : N
reclassified to earnings . ALSO,OOQ - 17,619 15,902
Reclassification adjustment into income for derivatives . T } i :
used in cash flow hedges _’ : .7 (315) o 109 T 2,497
‘Change in unrealized gain on derivative mstruments wsed T T T . |
in-cash' flow hedges - I SR L . =
Other comprehensive (loss) income ~ L (74,890) 32,418 (6,083)
Total comprehensive (loss) income_______ _§ (2052)$ 171,542 % 109,326

Note 13;. Interest Incomer

) "t

The following table presents the components of interest income for the years ended December 31, 2006, 2005 and 2004
(dollars in thousands): . . T

For the Year Ended December 31,

: ) 2006 2005 2004
Interest income: o o o :
*Mortgage securitiés L $ 164858 $ 188856 _ § 133, 633
__Mortgage loans held-for-sale o 157807 105104 = 83, 571
"'Mortgage loans held-in-portfolio 134604 4311 6,673
Other interest income (A)- e 37621 22,456 6,968
Totalinterestincome_ s 494,890m,_$ _ _320,727__$ 230,845’

(A) Other interest income anludes mterest earned on funds the Company holds as custodlan interest from corporate operatmg cash’
and interest earned on the Company's warehouse notes receivable. .

0
i
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Note 14. Interest Expense

The following table presents the componems of interast expense for the years ended December 31, 2006, 2005 and
2004 (dollars in thousands): .

4

For the Year Ended December 31,

_ 2006 2005 2004
Interest expense TR . T SR,
LShort term borrowings secured by mortgage lgans ' % 121628 $ 58 492 1] 411
_Short-term borrowings secured by mortgage securites 14237 1770 4,836
[ Other shori-term borrowings %88 =
Asset-backed bonds secured by mortgage loans 88,117 1,810 2,980
I_Asset-backed bonds secured by mortgage, securities _.....3860___ . 15628 . 13255
Junior subordinated debentures 7,001 B 3,055 R
|Total interest expense $ 235331 § 80,755 § 52,482

o = L e — e e et mee

Note 15. Discontinued Operations

Prior to 2004, the Company was party to limited liability company (“LLC") agreements governing LLCs formed to facilitate the
operation of retail mortgage broker businesses as branches of Novastar Home Mortgage, Inc (NHMI). The LLC agreements
provided for initial capitalization and membership interests of 99.99% to each branch manager and 0.01% to the Company.
The Company accounted for its interest in the LLC agreements using the equity method of accounting. In December 2003,
the Company determined it would terminate the LLCs effective January 1, 2004. During February 2004, the Company
notified the branch managers of the LLCs that the Company was terminating these agreements effective Januaty 1, 2004,

On November 4, 2005, the Company adopted a formal plan to terminate substantially all of the remaining NHMI branches
by June 30, 2006. As of June 30, 2006, the Company had terminated all of the remaining NHMI branches and related
operations. The Company considers a branch 1o be discontinued upon its termination date, which is the point in time
when the operations cease. The Company has presented the operating results of NHMI as discontinued operatlons in the
consolidated statements of mcome for the years ended December 31, 2008, 2005 and 2004.

The operating results of all discontinued cperations are summarized as follows (dollars in thousands):

For the Year Ended December 31,

P L o 2006 } 2005 - ‘2004 _
Interest income e . $ . 23%0%_ . 7% 8% _ 4
Interestexpense e e e (199) .o 88 . (108)
Gains on sales of mortgage assets o140 . 3028 . =
Fee income . SR o B0 36806 134,250
Other income (expense) . 54 8YY .19
General and admlnlstratlve expenses - {14,531} (58.886) (171 707)
Loss before income tax benefit e (8,795) . (18,635) ' {37, 505)
Income tax benefit (2,528) {6,932) (13 952)
Loss from dlscontmued operations 8§ (4,267) % (11,703) $ (23,553

As of December 31, 2008, the Company had $1.0 million in cash, $4.4 million in deferred income tax asset, net, $0.5
million in other assets and $7.3 in payables included in accounts payable and other liabilities pertaining to discontinued
operations, which are included in the consolidated balance sheets. As of December 31, 2005, the Company had $5.6
million in cash, $7.4 million in mortgage loans held-for-sale, $4.6 miilion in deferred income tax asset, net, $1.5 million in
other assets, $7.4 million in short-term borrowings secured by mortgage loans and $5.2 million in payables included in
accounts payable and other liabilities pertaining to discontinued operations, which are included in the consolidated
balance sheets.
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Note 16. Segment Reporting S S :

The Company reviews, manages and operates its business in three segments: mortgage portiolio management,
mortgage lending and loan servicing. The Company's branch operations segment was discontinued as of June 30, 2008,
therefore the Company no longer considers it as a segment. The branch operations are now included as part of the
mortgage lending segment and are presented as discontinued operations. The prior period results have been reclassified
to reflect this change. Mortgage portfolio.management operating results are driven from the income generated on the
assets the Company manages less associated costs. Mortgage lending operations include the marketing, underwriting
and funding of loan production as well as the results of NHMI, a wholly owned subsidiary of the Company, which has .
been presented as a discontinued operation. Loan servicing operations represent the income and costs to service the
Company's portfolio of loans. . ! o '

Following is a summary of the operating results of the Company's segments for the years ended December 31, 2006,
2005 and 2004, as reclassified to reflect the change in segment structure and the results of the discontinued operations for .
the years ended December 31, 2005 and December 31, 2004 (dollars in thousands): . :

For the Year Ended December 31, 2006 -

Mortgage

Portfolio - Mortgage Loan ‘ -
[ Management | . Lending . Servicing Elimingations T_otal
Iinterestincome ' $ 303600 $ _ 162631 $ 28659 .8 ___ _ .= S$_ 494,890
Interestexpense 124,333 128,024 . (17,026) 235,331
Net interest income before : . . . o
iprovision for creditlosses . 179267 34607 28659 17,026 259559
Provision forcreditlosses . (3033Y) . . _:_ . ... (8013D)
'Gains.on sales of mortgage . : B !
lassets  __ o882 60,693 ot ...19308) . _ 41,749
Premiums for mortgage lean : - L - -
insurance . ___(6269) _ _(6350) - . .. .._c . (12419
Feeincome 4987 5738 __ 24641 (6334) 29032
Gains on derivalive instruments 108 Lo,o1ese - ... 11998
ilmpairment on mortgage securities ‘ ' i
—available-forsale_ __ ___ ___ (30,690).  _ __ .- . ... ... .. (30690
Other income (expense),net ___ 13e46_  _ (2307) - . .- _._(10892) 647
General and administrative ' i
lexpenses  _ __ __ ___ (16,012). (150,281). (34,968) - (201,261)
Income (loss) from continuing ‘
operations before income tax .
expense . __ ____ 115289 _ __ (45811) 18332 _  (19306) 68484
{income tax expense (benefi)_ __ - 9,486 (18.054) __* 7.020 (7.153) ____(8721),
Income (less) from continuing
operations 105803 __  {27757) 1312 . (02383) 77205
iLoss from discontinued ' L
JOperations, net of income tax____ - (4,267) - (4,267)
Net income (loss) 3 105,803 § (32,024) $ 11,312  § {12,153} & 72,938
December31,2008: s e o e e e
Totalassets % 3234848  § 2137297 § 41,123 _ § (385,005). $ 5,028,263
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For the Year Ended December 31, 2005

- Mortgage .
Portfolio Mortgage -Loan, ) oo
. e ) Management Lending _ Servicing _ Eliminations Total
interestincome__ - '$ 196407 $ - 106069 $ 18251 $ -__ ____°$_ 320727
Interest expense L 19,028 74,646 - (12,819) - 80,755
iNet interest income before _ i
{prowsmn for creditlosses . _A7r37e 31423 18251 12919 238972
Provision for creditlosses_  _____ (1,038) - et = {1038
(Losses) gains on sales of I
imortgage assets _ _ 2Ty o 67248 o -0 o . (2073) _, 65148
Premiums for mortgage loan '
insurance . ..o BN B3 BT2)
Feeincome  _ _ . - _ _ _9i7a___ -21785__ ___ _ (251)__ _30678
Gains on derivative instruments 248 17907 - = . _ .18185
limpairment on mortgage securities T
Zavailable-for-sale. . . - 0Z89) s . L - . (17819
Other income (expense), net — .. Y9g71__ (7788) - (12 667) ... [r84)
}Lngeral and administrative .- . . |
lexpenses .. B {14,450) (135,665) (34,515) {184,630
Income (loss) from contnnumg . ’
cperations before income tax
expense . ... 163,823 (23082) 5491 {2072) 144210
lincome tax expense (benefi) 168 (8,035) 2062 (812). (6,617)
income (loss) from continuing '
operations _ e J1e3ess_  (14.997) 3429 _ (1,260) .- 150827
;Loss from discontinued , -l
operations, net of income tax___ _ ‘ - (11,703) - - {11,703)
Net income (loss) $ 163,655 § (26,700) 3 3429 § (1,260) $ 139,124
December31 2005 RS L o
Total assets % 968 740 $ 1,508,283 §$ 27 553 $ (i68 842) $ 2 335, 734
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For the Year Ended December 31, 2004

Mortgage

Portfolio Mongage Loan
e Management _ Lending  Servicing_ Eliminations Total

[nterestincome.__________§ __ 142960 $ 83718 8 __ 4167 § - S 230845
Interest expense 21,071 39,658 - (8.247) 52,482
{Net interest income before !
iprovision for credit losses o 121,889 44,060 4167 _ _.8.247  _ ..178,363
Provision for credit losses L (726} - - - (728
‘réams on sales of r mortgage . o g
lassets 80 ___ 147890 _ _ - - .. (2800) _ 144950
Premiums for. mortgage loan '
msurance L (e2®)  (3.690) - L - . (a218)
*Fee income . _ e 10399 20692 _ ____ (423) _ _ 30,668
Losses on derivalive instruments. _______(113) (8,794)_ - —— s .. . {8909
fimpairment on morigage securities i
- available-for-sale ____ (15902) - - . (15.802)
Otherincome (expense),net 13997 _ (8445) _ - ___ . (784) _ (272)
|General and administrative ;
jexpenses. _ _ . {7,473)_ (136,089) (24,698) < (168,260)
income from continuing operanons ‘

before income tax expense_ 111,506 46,831 161 (2,800) 155,698
lincome tax expense B - 16,722 160 _ _{126). 16,756
Income from continuing operations 111,506 30,109 1. . .(2874) _ 138942
{I_oss from discontinued . . :
operations, net of income tax____ - (23,553), - - (23,553)
Net income .8 111,506 $ 6556 § 1 8 {2,674) $ 115,389
December 31 2004 o e e
Total assets $ 1,078,064 $ 929621 % 21,022 ' § (16? 396) 3 1 861 311

v

Intersegment revenues and expenses that were eliminated in consolidation were as follows for the years ended 2006, 2005
and 2004 (dollars in thousands):

2006 2005 2004

Amounts paid to (received from) mortgage portfolio management from (to)
mortgage lending:

L!OIQ"§§L.*DEQ.“JQ_ODJOL@IEQD?RQDVQEW_ : - " $ 17 026 $ 12 819 $_8, 200
Guaranty, commitment, loan sale and securitization fees ° _ - 50861 9,494 10,833
Interest income on warehouse borrowings _ I S 1 . 47
Galns on sales of morigage : securmes ~ available-for-sale retained in securitizations 2, 462) (2,073) _ (2,800)

. Gams -on’sales of mortgage loans_ _(16844) @ — ___ ﬁ

Amounts paid to (received from) mortgage portfolio management from (to} loan
_servicing:

f Loan servicing | fees

Ty (62ea)s (@518 (429)

e e — =g T T e

Amounts paid to {received from) mortgage lending from om (to) loan servicing:
Loan servicing fees _

$_(0s . —8 =

117



Note 17. Earnings Per Share o

The computations of basic and diluted earmings per share for the years ended December 31, 2006, 2005 and 2004 are
as follows {dollars in thousands, except per share amounts)

For the Year Ended December 31,
' . 2006 2005 2004
Numerator: ) . :

Income from continuing operations_ -_ § 77,205 % 150,827 $ _ 138,942

~_Dividends on preferred shares e (6, 653)L ‘ (6, 653) (6.2865)

Income from continuing operatlons availabfe to common shareholders _..__.70552 144174 1 3g,a‘f2
__Loss from discontinued operations, net of incometax ~ __ ° = (4,267) _ (11,703) {23,553)
Net income available to common shareholders _ ____ _  _ __ __ __.§ 66285 $ 132471 _§ 109,124

Denommator I STV e e

Weighted average common shares outstandnng “basic - ., 34212 29669 _ 25,290

Weighted average common shares outstanding — dilutive: o R e
Weighted average common shares outstanding—basic ___ . __ :____ 34212 29669 _ _ 25200

Stock options R e ggzw AL 435
__Restricted stock e 23 8 .38

Welghted average common shares outstanding - dilutive 34,472 29,993 ' 25,763

Basm earnings pershare; - e

) Income from continuing operat:ons . 226 % 509 $ . ..549

. Dividends on preferred shares e e (0.19)._‘ _ (0.23)~ _(0.25)

, _Income from continuing operations available to common shareholders 207 486 _ _ 524
Loss from discontinued operations, net of incometax - (0.13) __(0.40) (0.93)

_Netincome availablg to commonshargholders. ~_____ _ $ 194 $ 448 § 431

Diluted earnings pershare:

' Income from continuing operations ¢ % 223 % 503 % _539:
Dividends on preferred shares . (0.19) (0.22) (0.24)
Income from continuing operations available to common shareholders S 204 481 V_§_.__15f
Loss from discontinued operations, netof incometax_ =~ == =~ {0.12) “{0.39) (0.91)

i

_Net income available to common shareholders $ 192 $ 442 $ 4.24

The following stock aptions to purchase shares of common stock were outstanding during each period presented, but
were not included in the computation of diluted eamings per share because the number of shares assumed to be
repurchased, as calculated was greater than the number of shares to be obtained upon exercise, therefore, the effect
would be antidilutive (in thousands, except exercise prices): .

For the Year Ended December 31,

e e e ... 2008 2005 . 2004
Number of stock optlons and warrants (inthousands) 247 .83 .15
Weighted average exercise price % 3520 § 4058 % 3359
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~ Note 18. Income Taxes N !

The components of income tax expense (benefit) attributable to continuing operations for the years ended December 31,

2006, 2005 and 2004 were as follows {dollars in thousands):

- ' ‘ For the Year Ended December 31,

i 2006 2005 2004
Current: 3 _ : L .
[ Federal IR VERELE L0 e . $. o105 % 5153 _$ 16548
. Stateand local _ . @ .. 957 1,530
Totatcurrent . . oEw oo G L {132) © 6110, 18,078
Deferred: (A) S
| Federal - (7874) . -(M,376)___ . _.(1,258)
__State and local " . (1,215) __ 551 . .-(64)
Totaldeferred . - .~ . . - i . ..(8589) (12727) ___ .. (1,322)
Total income tax (benefit) expense” > .- $ T 8721)._ 5 (6617)__$ - 16756

(A) Does not reflect the deferred tax effects of unrealized gains and losses on mertgage securities-available-for-sale and derivative
financial instruments that are included in shareholders’ equity. As a result of these tax effects, shareholders’ equity decreased by
$1.9 million, $70,000 and $587,000 in 2006, 2005 and 2004, respectively. . B

A reconciliation of the expected federal income tax expense (benefit) using the federal statutory tax rate of 35 percent to
the Qompany’s actual income tax expense and resulting effective tax rate from continuing operations for the years ended
Decémber 31, 2008, 2005 and-2004 were as follows (dollars in thousands).

For the Year Ended December 31,

S . : . 2006 2005 2004
Income tax at statutory rate . ..t AR '$__(7.507)$__ (6.857)% _ 14,989
Iégéhlg;géigqu security saletoREIT. . . S <.
State income taxes; net of federal tax benefit . .. "~ . S i (944) _(386)__ . 953.
Nondeductible expenses ' ——y_ B3 80T 240
Cash surrender value of company owned fifé insurance . e Vo e @y — L
Reduction of estimated income tax accruals I = = (904)
Other A s ‘ (423) 25 138
“ Total income tax (benefit) expense $  (8721)% . (6617)% 16,756
R o . ».| - -
IR
. . A , ; v
- ! ’ -4
ot r
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Significant components of the Company's deferred tax assets and liabilities at December 31, 2006 and 2005 were as
follows {dollars in thousands);

. December 31,
2006 2005

Deferred tax assets: e ! L —
| Federal net operating loss carryforwards : - $ . 19055 8 22569

_Excess inclusion income _ 10,884 16,489
a Basis dlﬁerence - |nvestments i : i ) 10639 ___2
. Mark-to-market adjustment on held- for—sale Ioans o = 7866 2123
s Deferred compensation ‘ - 8,158 5,9_9_7:

_Loan sale recourse obligations _ _ ~..9272 1,048
| _State net operating loss carryforwards 2,474 7,469
- Deferred lease incentive income - 222 2353
' Accrued expenses, other ‘ 2,216 1333
Other  ________ B _ 2,152 900 -
Gross deferred tax asset : ‘ 74,978 60,282
. Valuation allowance ___ ' e _(685) {5,498)
Deferred taxasset ) o ) S . 74,293 54,784
Deferred tax liabilities: o : : -
rMoﬂgage sarvicing rlghts - . ' : 23,675 21,256

Other - ,.__,_WH,_'_, : . ) : 3430 - 2,758
Deferred tax liability N - i ‘ . 27105 - 24,004
Net deferred tax asset - ' ; $ 47188 30,780

As of December 31, 2006 NFI Holding Corporation, the taxable REIT subsidiary, has an estimated federal net cperating loss
carryforward of $55.9 million, which will be available to offset future taxable income. If not used, this net operating loss will
expire in 2025, )

The valuation allowance included in the Company’s deferred tax assets at December 31, 2006 and 2005 represents
various state net operating loss carryforwards for which it is more likely than not that realization will not occur. The state
net operating losses will expire in varying amounts through 2026.

Note 19, Employee Benefit Plans

The NovaStar Financial, Inc. 401(k) Pian (the “Plan"} is a defined contribution plan which allows eligible employees to
save for retirement through pretax contributions. Under the Plan, employees of the Company may contribute up to the
statutory limit. The Company may elect to match a certain percentage of participants’ contributions. The Company may
also elect to make a discretionary contribution, which is allocated to participants based on each participant's
compensation. Contributions to the Plan by the Company for the years ended December 31, 2006, 2005 and 2004 were
$0.8 million, $1.2 million and $3.1 million, respectively.

The Company has a Deferred Compensation Plan (the “DCP”} that is a nonqualified deferred compensation plan that
benefits certain designated key members of management and highly compensated employees and allows them to defer
payment of a portion of their compensation to future years. Under the DCP, an employee may defer up to 50% of his or
her base salary, bonus and/or commissions on a pretax basis. The Company may make both discretionary and/or
matching contributions to the DCP on behalf of DCP participants. All DCP assets are corporate assets rather than
individual property and are therefore subject to creditors’ claims against the Company. The Company made contributions
to the DCP for the years ended December 31, 2005 and 2004 of $777,000 and $371,000, respectively. The Company
made no contribution to the DCP for the year ended December 31, 2006.
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Note 20. Stock Compensatlon Plans .

On June 8, 2004 the Company s 1996 Stock Optron Plan (the “1996 Plan”} was replaced by the 2004 Incentive Stock
Plan (the “2004 Plan”). The 2004 Plan provides for the grant of qualified incentive stock options (“I50s"}, non-qualified
stock options (“NQS0s”); deferred stock, restricted stock, restricted stock units, performance share awards, dividend
equivalent rights (‘DERs”) and stock appreciation awards (“SARs”). The Company has granted ISOs, NQSOs, restricted - -
stock, restricted stock units, performance share awards and DERs. ISOs may be granted to employees of the Company.
NQSOs, DERs, SARs and stock awards may be granted to the directors, officers, employees, agents and consultants of
the Company or any subsidiaries. The Company registered 2.5 million shares of common stock under the 2004 Plan, of
which approximately 1.9 million shares were available for future issuances as of December 31, 2006. The 2004 Plan will
remain in effect unless terminated by the Board of Directors or no shares of stock remain available for awards to be
granted, The Company’s polrcy is to.issue new shares upon option exercise. S

Effective January 1, 2006, the Company adopted provisions of SFAS No. 123(R). The Company selected the modified
prospective method of adoption. The Company recorded stock-based compensation expense of $2.5 millionr$2.2 million.
and $1.8 million for the years ended'December 31, 2008, 2005 and 2004, respectively. The total income tax benefit
recognized in the income’ statement for stock-based compensation arrangements was $627,000, $411,000 and $339,000
for 2006, 2005 and 2004, respectively. As of December 31, 2008, there was $4.0 million of total unrecognized
compensation cost related to non-vested share-based compensation arrangements granted The cost is expected to be
amortized over a weighted average period - of 3.44 years.

All options have heen granted at exercise prices greater than or equal to the estimated fair value of the underlying stock
_at the date of grant. Outstanding options generally vest equally over four years and expire ten years after the date of
grant. o ,

3

The following table summarizes actrvrty pricing and other information for the Company's stock optlons actwlty for the year
ended December 31, 2006: _ ’

Weighted Average

Remaining Aggregate
oL ‘Number of  Weighted Average Contractual Term Intrinsic Value

._Stock Options Shares. Exercise Price . _ (Years) __{in thousands)
Qutstanding at the beginning of thé vear .. __ 401,168 . 18397 . o .ot o
Granted _____W__,,._.,.__ - . 162 040 o374, e
Exermsed R e i _;_m__~____(59 000} : ;_1,“0,.”3#9~,_ ___ T 7
Forferted or explred l,.,; {6, 480) ... 20.86 - . .
'Outstanding at thie endoftheyear’, . 497,728 2365 . ... 717"

Exercisable at the end of the year - . 287,179 § 16.02 ' - .02 -

Stock options ‘éxpected to’ vest at the'\'“"'* i s
,_end of the year _ T

190,063§ .

' ot

The total intrinsic value of options exercised during the years ended December si 2006, 2005 and 2004 was'$1 1 e
million, $3.2 million and $13.5 million, respectively. The total fair value of options vested during the years ended .-
December 31, 2008, 2005 and 2004 was $2.0 million, $1.3 million and $1.3 million, respectively. :

Pursuant to a resolution of the Company’s compensation committee of the Board of Directors dated December 14, 2005,
227,455 and 70,363 options issued to employees and directors, respectively, were modified. The Company modified all
options that were either unvested as of January 1, 2005 or were granted during 2005. For employee options, the rate at
which DERs accrue was modified from sixty percent of the dividend per share amount to one hundred percent and the
form in which DERs will be.paid was madified from stock to cash upon vesting. For director aptions, only the form in
which DERs will be paid was modified from stock to cash upon vesting. These options were granted and canceled during
the fourth quarter of 2005. No modifications were made to the exercise prices, vesting periods or expiration dates. At the
date of modification, the canceled options were revalued and the modified options were initially valued. The incremental -
_difference between the value of the modified option and the canceled option will be amortized into compensation
expense over the remaining vesting period.
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For options that vested prior to January 1, 2005, a recipient is entitled to receive additional shares of stock upon the
exercise of options as a result of DERs associated with the option. For employees, the DERs accrue at a rate equal to
the number of options outstanding times sixty percent of the dividends per share amount at each dividend payment date.
For directors, the DERs accrue at a rate equal to the number of options outstanding times the dividends per share
amount at each dividend payment date. The accrued DERs convert to shares based on the stock’s fair value on the
dividend payment date. Certain of the options exercised in 2006, 2005 and 2004 had DERs payable in additional shares
of stock attached to them when issued. As a result of these exercises, an additional 15,793, 13,972 and. 47, 969 shares of
common stock were issued in 2006, 2005 and 2004, respectively.

For options granted after January 1, 2005, a recipient is en'titled 1o receive DERs paid in cash upbn vesting of the
options. The DERs accrue at a rate equal to the number of options cutstanding times the dividends per share amount at
each dividend payment date. The DERs begin accruing immediately upon grant, but are not paid until the options vest.

The following table summarizes the weighted average fair value of options granted for the years ended December 31,
2006, 2005 and 2004, respectively, determined using the:Black-Scholes option pricing mode! and the assumptions used
in their determination. Expected volalilities are based on implied volatilities from traded options on the Company's
common stock. The expected life is a significant assumption as it determines the period for which the risk free interest
rate, volatility and dividend yield must be applied. The expected life is the period over which employees and directors are
expected to hold their options. It is based on the Company’s historical experience with similar grants. The Company’s
options have DERs and accordingly, the assumed dividend yield was zero for these options.

. ; 2006 . 2005 (A) 2004
Weighted average: * . ‘ | ' T
Fair value, @Lgﬁtﬁ?ﬁig@ﬂt_ — ——— . $ 1248 3 1425 & m?_l_gif
Expected teinyears | e 5 2. .8
‘Annual risk-free interest rate. ____ 47% _ 44% __ _ AT%
vVolatilty 37.5% 33.3% __ 65.2%
Dividend yield o _00% . 00% L 0.0%]

(A} +includes the assumptions used in the revaluation of modified options. The weighted average expected life of newly granted
options in 2005 (not inctuding prior year granted options modified in 2005) was four.

The Company granted and issued shares of restricted stock during 2008, 2005 and 2004. The 2006 restricted stock awards
vest at the end of 5 years, the 2005 restricted stock awards vest at the end of 10 years and the 2004 restricted stock
awards vest equally over four years. .

During 2005, the Company granted restricted shares to employeas and officers under Performance Contmgent Deterred
Stock Award Agreements. Under the agreements, the Company will issue shares of restricted stock if certain
performance targets are achieved by the Company within a three-year period. The shares vest equally over two years
upon issuance. No shares were issued under these agreements in 2006 or 2005 and the total number of shares which
can be |ssued in the future is 20,655 as of December 31, 2006.

In November 2004, the Company entered mto & Perfarmance Contingent Deferred Stock Award Agreement with an
executive of the Company. Under the agreement, the Company will issue shares of restricted stock if certain
performance targets based on wholesale nonconforming origination volume are achieved by the Company within a five-
year period- The shares vest equally over four years upon issuance. No shares have been granted under this award and
the total number of shares that can be issued in the future is 100,000 as of December 31, 2006.
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The following table presents information on restricted stock 6utstanding as of December 31, 2006.

Number of Weighted Average Grant

i Shares N Date Fair Value
Oltstanding at the beginning of year . . . __ 163969 § __ 2181: _ |
Granted ... 82182 L%
Vestedrt. TR TR T lo@ney s3]
Forfeited e Y - SR <~ N
Outstanding at the end of period __ Y 27.88 |

The weighted average grant date fair value of restricted stock grar]ted during the years ended Deécember 31, 2006, 2005
and 2004 was $31.19, $40.96 and $29.90, respectively. )

Note 21. Fair Vaiue of Financial Instruments

The following disclosure of the estimated fair value of financial instruments present$ amounts that have been determined
using available market information and appropriate valuation methodologies. However, considerable judgment is required 16
interpret market data to develop the estimates of fair value. Accordingly, the estimates presented herein are not necessarily
indicative of the amounts that could be realized in a current market exchange. The use of different market assumptions or
estimation methodologies could have a material impact on the estimated fair value amounts. )

The estimated fair values of the Company’s financial instruments are as follows as of December 31, (dollars in thousands): .

2006 2005

Carrying Carrying
Value Fair Value Value Falr Value

Financial assets:

[ Cash'and cashequivalents __ _ _____ ____$ 150522 % 150522 § 264694 § 264,694,
_Mortgage loans:

Fhelddorsale . T 47mg19 1757965 . 1,201,556 1298244
Held-in-portfolio -~ _ . _ _ 2116535 241,028 28,840 29452
FMortgage securities - avallable-for-sale 349,312 349312 505645 5058450
Mortgage securities -trading 329,361 _ 329,361 43738 43738
[#Mongage sevicing rights ™~ T e2830: 74177 0 - 57,22 _ 71.897]
. Warehouse notes receivable o 39462 39462 25,390 25,390
| Deposits with derivative instrument counterparties. _  _ __ 5,655 5,655 4370 4,370/
Accrued interest receivable ) - 37,692 37,692 4,866 4,866
Financial liabilities: o o o
[“Bbirowings: - L L
_Short-term ... ..2152208 2152208 1,418,569 1,418,569
[:* Asset-backed bonds secured by morlgage loans 2,067,490 2,067,490 . 26,943 26,949
Asset-backed bonds secured by mortgage securities- 9,519 9,467 125630 = 123,965
- Junior subordinated debentures ... 83041 B304 48,664 48,664
Accrued interest payable 9,327 9,327 2,837 2,837
Derivative instruments: = . . ___ . o I
[ Interest rate cap agreements o R X<} 4634 5105 _ 5,105
Interest rate swap agreements 6,527 6,527 - 3,290 3,290

Cash and cash equivalents — The fair value of cash and cash equivalents approximates its carrying value.
Mortgage loans — The tair value for all loans is estimated by discounting the projected future cash flows using market

discount rates at which similar loans made to borrowers with simitar credit ratings and maturities would be discounted in the
market. :
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Mortgage securities — available-for-sale — Mortgage securities ~ available-for-sale is made up of residual securities and’
subordinated securities. The fair value of residual securities is estimated by discounting future projected cash flows using
a discount rate commensurate with the risks involved. The fair value of the subordinated securmes is estimated using

quoted market prices.

Mongage secunrres- trading — The fair value of mortgage securmes trading is estimated us:ng quoted market pnces

Mortgage servicing rights — The fair value of mortgage servicing rlghts is calculated based on a discounted cash fI0w
methodology incorperating numerous assumptlons including servicing income, servicing costs market discount rates

and prepayment speeds.

Warehouse notes receivable — The fair value of warehouse notes receivable approxlmates thelr carrying value.

Deposits with derivative mstrumenr counterparties — The fair value of deposlts with counterparties approxlmates thelr

carrying value

ot

Borrowings — The fair value of short-term borrowings, asset-backed bonds secured by mortgage loans and junior .
subordinated debentures approximates their carrying value as the borrowings bear interest at rates that approximate
current market rates for similar borrowings. The fair value of asset-backed bonds secured by mortgage securities is
determined by the present value of future payments based on interest rate conditions at December 31, 2006 and 2005.

Denvanve instruments — The falr value of derivative instruments is estimated by discounting the projected future cash |
flows using appropriate rates. The fair value of commitments to originate mortgage loans i is estimated usmg the Blaok-

Scholes option pricing model.

Accrued interest receivable and payabie — The fair value of accrued interest receivable and payable approxlmates their

carrying value.

Note 22, Supplemental Disclosure of Cash Flow Information
(doliars in thousands) -

2004

N e 2006 - 2005

Cashpaid for interest . . $ 242014 $ 79,880 .5_ 51.43}
Cash paid (received) for income taxes - o 2,836 {4,712) 27,944

Cash received on 1 mortgage securities — avaitable- for—saie with no cost basis 5,407 17,564 . 32,244
Cash received for dividend reinvestment plan . . 5837 3803 1,839
Non-cash investing and financing activities: o o = M‘I
~_Cost basis ot securities retained in securitizations i, ... 244978 332 420 _...381,.833
' _Change in loans under removal of accouwnts provision N 62,661 23, 452 B 455

.Transfer of cost basis of residual securities and mortgage servicing rights to

_mortgage loans held-for-sale due to securitizationcalls 6528 7.423 o

| _Transfer of loans fo hefd-in-portfolio from heldfor-sale 2663731 = ey
. Assets acquired throughV[qreol}o"s_urgm_u__w__m e . 25,601 2,891 3,558
_Dividends payable L e 1,663 . - 45070 ., - .73.431
Tax benefit derived from capltallzatlon of afflliaie et 7173 — 'f:
262 1,816

i Restncted stock issued in satisfaction of prior year accrued bonus 283
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Note 23. Condensed Quarterly Financial Information {(unaudited)

On November 4, 2005, the Company adopted a formal plan to terminate all of the remaining NHMI branches. The
Company considars a branch to be discontinued upon its termination date, which is the point in time when the operations
cease. The provisions of SFAS No. 144 require the results of operations associated with those branches terminated
subsequent to January 1, 2004 to be classified as discontinued.operations and segregated from the Company’s
continuing results of operations for all periods presented. As of June 30, 2006, the Company had terminated all NHMI
branches and related operations. The Company has presented the operating results of NHMI as discontinued operations
in the Consolidated Statements of Income for the years ended December 31, 2006, 2005 and 2004. The Company's
condensed consolidated quarterly operating resutts for the three months ended March 31, June 30, September 30, and
December 31,2006 and 2005 as revised from amounts previously reported to account for all branches dlscontlnued
through December 31 2006 are as foilows (dollars in thousands except per share amounts): :

A v

" 2006 Quarters : 2005 Quarters
First Second _Third , Fourth . First__Second _Third __ Fourth .

e SR L L

Net interest income before
|_credit (losses) recoveries.

'

$ 57,743 _$ 67,529 s 73:119 % 61,168 $ 48,995 $_58, 794 4_$ 69,226 $ 62,957,

Credit (losses) recoveries _ ___ (3,545)__ (6,045) (10,286)_ (10,256) _  (819) _(100)  (331)__ _ 12
Gains (losses) on sales of : , : i
L Mmortgageassets _ 33 23285 27709 _ (9,278) _ 18246 32,525 9,691 4,686
Gaing (losses) on derivative .

instruments I ~..B59N 6,140  (6,877) 4,144 14,601 (7,848) | §._5_2_g__w__i8_§9I

Income (Ioss) from continuing i
i operations before income tax i
1.expense (benefit) 20,674__ 40,764 30,298 (23,252)__ 40,746 __ 41,531 _ 36,952 _ 24,981
Income tax (benefit) expense __ (4,579) __ 5443 1813 (11,398) 2190 __(1.175)__ (1708)__(5924)
Income (foss) from continuing ' . |
LOperations 25253 35321 28,485 (11854) _ 38556 42,706 _ 38,660 30,905

{Loss) income from
discontinued operations, net of

_incometax __ _ ___ (1,225) (586) 94 {2550) (3, 353) (3,187} (2,367)  (2,798)
Netincome (loss) 24,028 34,735 28579 (14.404)__ 35203 39519 36293 28,109
Dividends on preferred stock 1,663 1,663 3,327 - 1,663 1663 1663 _1,,6_657
Net income (loss} availabte to ]
| common shareholders 22365 _ 33072 25252, (14,404) 33,540 37,856 34,630 _ 26,445

Basm  earnings per share:
e

Income {loss) from contlnumg : i
I operations available to ' -

|_common shareholders $ 073 § 102§ 073 § (032) $ 133 $§ 142 § 121§ 094
Loss from discontinued )

. operations, net o (0.04) (0.02) - (0.07) _ {012) _ (0.11) _ (0.08) _ (0.09)
Net income (loss) available to - ‘
!_common shareholders ~§ 069 %8 100 % 073 § (039) § 121 $ 131 % 113 $§ 085

,,,,,,, e - e

|Income (Ioss) from conhnumg
: operations available to ‘ ) ‘
{ common shareholders _ -$ 073 % 101 $ 073 % (032 $ 131 % 140 & 120 § 093

Loss from discontinued

_operations, net___ (0.04)  (0.02) - {007} (012) _ {011} _ (0.08) _ (0.09)
Net income (loss) available to ‘ |
| commonshareholders  _$ 069 § 099 § 073 $ (039)_ % 119 § 129 § 112 § 084
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Note 24. Subsequent Events : : o T . "

On February 8, 2007 the Company closed a $375 million collateralized debt obligation. Five rated secured classes of
notes were issued with an aggregate face value-of $347.2 million (the “Secured Notes”) along with subordinated notes
with an aggregate face value of $27.8 million. The aggregate face amount of the underlying collateral that secures the
Secured Notes is expected to be $375 million. The Company retained the Class D and subordinated notes. The Class D
notes are rated BBB by both Fitch and Standard & Poor’s. The subordinated notes entitle the Company to excess cash
flow from the underlying asset-backed securities and serve as overcollateralization for the Secured Notes.

' . [ i ' .. - . . - . : . . N :
On February 28 2007, the Company executed a securitization, NovaStar Mortgage Funding Trust (“NMFT") Series 2007-
1, which offered 17 rated classes of certificates with a face value of $1,845,384,000. The Company will initially retain the
M-6 through M-11 certificates, which collectively represent $106.7 million in principal. The Company also retained the '
Class C certificate, which was not covered by the prospectus. Class C has a notional amount of $1.9 billion, entitles the
Company to excess interest and prepayment penalty fee cash flow from the underlying loan collateral and serves as
overcollateralization. Other than prepayment penalty fee cash flow, Class C is subordinated to the other classes, all of
which were offered pursuant to the prospectus. On February 28, 2007; $1.9 billion in loans collateralizing NMFT Series
2007-1 were delivered to the trust. The transaction will be treated as a financing for GAAP reporting purposes and as a
sale for tax purposes. The assets and accompanying debt will remain on the balance sheet of the Company’s taxable
REIT subsidiary. .
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM . ; ..~ . .« o . o

To the Beard of Directors and Shareholders ot . . o L
NovaStar Financial, Inc. , _
Kansas City, Mlssourl e A A :-' AP : ! y &
LecioaT g e . iy PR T *e a
We have audited the accompanyrng consolidated balance sheets of NovaStar Fmancral Inc and subsrdranes (the e

“Company”) as of December 31, 2006 and 2005, and the related consolidated statements of.income, shareholders’- )
equity, and cash flows for each of the three years in the period ended December 31, 2006. These financial statements K
are the responsibility of the Company's management Our responsrblllty is. to express.an opinion on these tlnanmal :
statements based on ouraudtts ool ST b et S S
- We conducted our audtts in accordance W|’th the standards of the Publtc Company Accountmg Overs:ght Board (Unrted .
.States). Those standards require that we plan and perform the audit to obtain reasonable assurance about whether the. .
financial statements are free of material misstatement. An audit includes examining, on a test basis, evidence supporting
the amounts and disclosures in the financial statements. An audit also includes-assessing the accounting principles used
and significant estimates made by management, as well as evaluattng the overall financial statement presentatlon We
believe that our audits provide a reasonable basis, for our oplnlon a R S .
‘. + I Ji.‘ o L, #
In our opmton such colnsohdated fmancral statements present talrly. |n aII material respects, the financial posutlon of the
Company as of December 31, 2006 and 2005, and the results of its operations and its cash flows for each of the three -
years in the period ended December 31, 2006 in contorm|ty wrth accounting pnncrples generally accepted in the Un|ted
States of Amerlca :
. R o .
We have atso audlted in accordance with the standards of the Publrc Company Accountrng Oversrght Board (Umted
States), the effectiveness of the Company’s internal control over-financial reporting as of December 31, 2006, based on:
the criteria established in Internal Control—Integrated Framework issued by the Committee of Sponsoring Organizations ]
of the Treadway Commission and our report dated February 28, 2007 expressed-an-unqualified opinion on - A
management's assessment of the effectiveness of the Company's internal control-over financial reporting and an .- :
ungualified,opinion on the effectiveness of the Company’s internal control over financial reporting.
oL ) . *

DL N . . . A
/s/ Deloitte & Touche LLP o o

Kansas City, Missouri. ..; B . - o o
February 28, 2007 . . R Lo,

127

tl




ltem 9. Changes in and Disagreements with Accountants on Accop'nting and Financial Disclosure .

+

Nocne
Item 9A. Controls and Procedures

Disclosure Controls and Procedures ' . PO

. . L4 v
The Company maintains a system of disclosure controls and procedures which are designed to ensure that information
required to be disclosed by the Company in reports that it files or submits under the federal securities laws, including this
repar, is recorded, processed, summarized and reported on a timely basis. These disclosure controls and procedures *
include controls and procedures designed to ensure that information required to be disclosed under the federal securities
laws is accumulated and communicated to the Company's management on a timely basis to allow decisions regarding .
required disclosure. The Company's principal executive officer and principal financiat officer evaluated the Company's
disclosure controls and procedures (as defined in Exchange Act Rules 13a-15{e) and 15d-15{d)) as of the end of the -
period covered by this report and concluded that the Company’s controls and procedures were eﬂective

wt

v

Internal Control over Flnanclal Reporting
Managements Ffeport on lnternal Controlover Fmanc:al Repomng e . o :

Management of NovaStar Fmancnal Inc. and subsndtarues (the "Company”) is responsmle for establishing and
maintaining adequate internal control over financial reporting as defined in Rule 13a-15(f) of the Securities Exchange Act
of 1934, This internal control system has been designed to provideé reasonable assurance to the Company’s .
management and board of d|rect0rs regarding the preparation and falr presentatlon of the Company s published f|nanmal
statements. ; .

All internal control systems, no matter how well designed, have inherent limitations. Therefore, even those systems
determined to be effective can provide only reasonable assurance with respect to 1|nan<:|al statement preparation and
presentation. -
Management of the Company has assessed the effectweness of the Company s mternal control over financial reporting
as of December 31, 2006. To make this assessment, management used the criteria for effective internal control over
financial reporting descrlbed in Internal Control—lntegrated Framework, issued by the Committee of Sponsoring
Organizations of the Treadway Commission. Based on our assessment under the framework in Intemal Contro!—
Integrated Framework, management concluded that the Company’s internal contral over financial reportmg was eﬁectuve
as of December 31, 2006.

Qur independent registered public accounting firm, Deloitte & Touche LLP, has issued an attestation report, mcluded ’
herein, on our assessment of the Company’s internal cantrol over financial reporting.

Changes in Internal Control over Financial Reporting . )

There were no changes in our internal controls over financial reporting during the quarter ended December 31, 2006 that
have materially affected, or is reasonably likely to materially affect our internal control over financial reporting.
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Attestation Report of the Registered Public Accounting Firm : e e Coe

&

REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

To the Board of Directors and Shareholders of

NovaStar Financial, Inc. ‘ - A
‘Kansas City, Missouri _ : : ‘ : . '
We have audited management s assessment lncluded in the accompanymg Management s Heport on Internal Control
Over Financial Reporting, that NovaStar Financial,;Inc. and subsidiaries (the “Company”) maintained effective internal
control over financial reportlng as.of December 31, 2006 based on the criteria’ "established i in.Internal Contro!—lntegrated
Framework issued by the Committee of Sponsorlng Organlzatrons of the Treadway Commission. The Company's.
management is responsible for maintaining effective internai control over. financial reporting and for its assessment of the
_ effectweness of mternal control over financial reportmg Our’ responsrblllty is to express an oplnron on. management s .
assessment and an oprmon on the etfectweness of the Company’ s mternal control over f:nancnal reportlng based on our
audlt U ,-: . i N TR . . Y . - .

ot L | . . B S Lo i : oLt —a A
We conducted our audit in accordance with the. standards of the Public Company Accounting Oversight Board (Unlted
States). Those standards require that we plan. and perform the audit to obtain reasonable assurance about whether. .
effective internal control over financial reporting was malntalned in.al matenal respects our audit included obtalmng an.
understandlng of internai control over financial reportlng, evaluatlng management s assessment testing and evaluatlng -
the design and operatmg effectlveness of |nternal control, and performing such other procedures as we considered -
" necessary in the CIrcumstances We believe that our audit prowdes a reasonable basis for our, opmions L
A company's internal control oveér flnancnal reporting is a process desngned by, or under the supervision of, the - .
company’s principal executive and principal financial officers, or persons performlng similar functions, and effected by the
company's board of directors, management, and other personnel to provide reasonable assurance regarding the -
reliability of financial reporting and the preparation of financial statements for external purposes in accordance with
generally accepted accounting principles. A company's internal control over financial repomng includes those polncnes
and procedures that (1) pertain to the maintenance of records that, in reasonable detail, accurately and fairly reflect the
transactions 'and dispositions of the assets of the company: (2) provide reasonable assurance that transactions are _
recorded as necessary to permit preparation of financial statements in accordance with generally accepted accountmg
principles, and that receipts and expenditures of the company are being made only in accordance with authorizations of .
management and drrectors of the company, and (3) prowde reasonable assurance regardlng prevention or timely’.
detection of unauthorlzed acqursltron use or dlsposmon of the. company s assets that could have a material effect on. the
financial statements. ., . N RETRIR IR o
Because of the mherent tlmltatlons of |nternal contrgl over fmancnal reportlng, |nclud|ng the posslblllty of coItus:on or
improper management override of controls, material mlsstatements due to error or.fraud may not be prevented or .- °
detected on a timely basis. Also, projections of any evaluation ‘of the effectiveness of the internal contro! over financial *
reparting to future periods are subject to the risk that the controls may become inadequate because of changes in,
conditions, or that the degree of compliance with the policies or procedures may deteriorate.”

In our OplnlOl'I management ] assessment that thie’ Company mauntamed effective’ mternal control over finaricial reporting
as of December 31, 2006, is fairly statéd, in all material respects; based on'the criteria established in Internal Control—
Integrated Framework issued by the Committee of Sponsoring Organizations of the Treadway Commission. Also in our
opinion, the Company maintained, in all material respects, effective internal control over financial reporting as of
December 31, 20086, based on the criteria established in Internal Control—Integrated Framework issued by the
Committee of Sponsoring Organizations of the Treadway Commission.

We have also audited in. accordance with the standards of the Public Company Accounting Oversight Board (United
States), the consolidated financial statements as of and for the year ended December 31, 2006 of the Company and our
report dated February 28, 2007 expressed an unquatlfled opinicn on those financial statements

/s Deloitte & Touche LLP

Kansas City, Missouri
February 28, 2007 : N . :
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Item 9B. Other Information

None
PART Ill
Item 10. Directors, Executive Officers and Corporate Governance

Information with respect to ltems 401,405 and 407(d)(4} and (d)(5) of Regulation S-K is incorporated by reference to the
|nformatlon |ncluded in our Proxy Statement for the 2007 Annual Meetlng of Shareholders

Information with respect to our corporate governance gu:delmes charters of audit, compensatlon nominating and
corporate governance committees, and code of conduct may be obtained from the corporate governance section of our
website (www.novastarmortgage.com) or by contacting us directly. References to our website do not incorporate by
reference the information on such website into this Annual Report on Form 10-K and we disclaim any such incorporation
by reference

The code of conduct applies to our principal executive officer, principal financial offrcer principal accounting officer,
directors and other employees performrng similar functions. We intend to satisfy the disclosure requirements regarding
any amendment to, or waiver from, a provision of our code of conduct that applies our principal executive officer, '
principal financial officer, principal acc0unt|ng otfrcer controller or persons performing similar functions by dlsclosrng
such matters on our website.

Qur investor relations contact information follows:

Investor Relations” " _
8140 Ward Parkway, Suite 300
Kansas City, MO 641, 14
816.237.7424

_Email: ir@novastart.com

Because our common stock is listed on the NYSE, our chief executive officer is required to make an annual certification
to the NYSE stating that he is not aware of any violation by NovaStar Financial, Inc. of the NYSE Corporate Governance
listing standards. Following our 2006 Annual Meeting of Shareholders, our chief executive officer submitted such annuat
certification to the NYSE. In addition, NovaStar Financial, Inc. has filed, as exhibits to last year's Annual Report on Form
10-K and is filing as exhibits to this Annual Report, the certifications of its chief executive officer and chief financial officer
required under Section 302 of the Sarbanes-Oxley Act of 2002 to be filed with the Securities and Exchange Commrssuon
regarding the quality of NovaStar Financial, [nc. public disclosures.

Item 11. Executive Compensation

ot

Information with respect to ltems 402 and 407(e)(4) and (e)}(5) of Regulation S-K is incorporated by reference to the
information included in our Proxy Statement, for the 2007 Annual Meeting of Shareholders.
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item 12. Security Ownership of Certam Beneflclal Owners and Management and Related Stockholder:
Matters.

Information with respect to ltems 403 and 407(a) of Flegulatlon 5-K |s mcorporated by reference to the mformatlon
included in our Proxy Statement, for the 2007 Annual Meeting of Shareholders. - . .

The followmg table sets forth mformatlon as of December 31, 2006 W|th respect to compensatlon p!ans under which our
common stock may be issued.’ <o SRIN I . K

Equity Compensation Plan Information

Number of Securities
Remaining Available
for Future Issuance

Number of Securities to I . Under Equity
be Issued Upon Weighted Average = Compensation Pians’
" Exercise ot ‘ Exercise Price of {Excluding Shares
Qutstanding Options, Outstanding Options, . Reflected in the First

) Plan Category . ) Warrants and R:ghts . _Warrants and Rights Column}) _
°ns approved by : : T N T

Equity compensatlon plans not.
ved by stockholders C i s R

—_— J—

1,91 2,683%

(A) Certain of the options have dividend equivalent rights (DERs) attached to Ihem when :ssued As of December 31 2006 these
options have 87,359 DERs attached.

Item 13. Certain Relationships and Related Transactlons, and Dlrector Independence
Information with respact to ltem 404 of Hegulatlon S Kis mcorporated by reference to the mformatlon mcluded in our
Proxy Statement, for the 2007 Annual Meeting of Shareholders .

oy, -

LA

Item 14, Prlnclpal Accountant Fees and Serwces

, L 3 1 K : 1 L .
information with respect to Item 9(e) of Schedule 14A is mcorpcrated by reference to the |nforrnat|on included in our
- Proxy Statement, for the 2007 Annual Meetlng of Shareholders : ‘

LI O EIRTI [P
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PART IV - e .

item 15. Exhibits and Financial Statements Schedules
Financial Statements and Schedules : - . . o - 1L
{1} The financial statements as set forth under ltem 8 of this report on.Form 10-K are included herein. : I
(2) The required financial statement schedules are omitted because the information is disclosed elsewhere hereln T
Exhibit Listing . _
Exhibit No. . Description of Document
3, j‘ﬁ’f’w ,,7.‘ . Artlcles of Amendment and Restatement of the Fteglstrant o M W_; I
. L
31108 Certlfrcate of. Amendment of the Fteglstrant o %--"M' _ e

v
|

s w»—u—-._:;w‘._.,.‘..,l'-.—,‘:, EE.

131.28 Artidles’ Supplementary of the. Ftegrstrant adopted Januery 15 12004,

s e e S i, e g i S W ST WSS

g
3.3199 ;V,Amended and: Ftestated Bylaws of the Reglstrant adopted July 27,2005 L .

S £ T ™

e g e o A e . - i eam v i o e o i smiti =, Sooma s+

4900 Specamen Common Stock Certrflcate o

—— [ - elet g . e e o =y

43 Spemmen Preferred Stock Certificate

[ — B e s i vt - — 1 —

- B . . . . . - - -
,h ' '

e e e . A . SRR L SRDRS L S SN

106" Form 9tMaeterﬁepurcb_asemégteemeﬂttor mortgage loan financing o R

, , - PR RES

v b et e o e d preeemin ‘. s g e

110.7.1% _ Form of Master Repurchase Agreement of the Flegrstrant '

i o o e i S S VA S B [P [ [N

Employment Agreement dated September 30 1896, between the Reglstrant and ScotlF Hartman o
' t

10.89

Elb.&t“s’ " Amendment dated December 20, 2006 1o the Employment Agreement dated September 30, 1996 between . |
NovaStar Financial Ing.;.and j Scott F. Hartman.: L

o ot oo e et e ey
]

1579‘6) Employment Agreement dated September 30, 1996 between the Reglstrant and W. Lance Anderson o

70.0.1"% " “Amendment dated December 20, 2006 to_the Er_nployment Agreement dated September 30, 1996 between |
P NovaStar Financial. Inc., and W. Lance Anderson, ;

DRSS JR— — e o e e o i 8 ek et e e g 5
;
4

}1_ 010‘”’ . Form ot Indemnification Agreement for Otlrcers and Directors of NovaStar Financial, Inc. and |ts Subsidiaries

'10 11“3’ __NovaStar Mortgage Inc. Amended and Restated Deferred Compensatlon Plan

B
¢

e e i i = it g o i e e < < e et et e oy
gg,ﬁctﬂ’m . 1996 Executlve and Non-Employee Drrector Stock Option Plan, as last amended ! _meer 6, 1996 L

s mmirmspmaimms | harn. semimr et Jroww— A Sl . i i o oot it S 6 va s dm v

025" NovaStar Financial: inc. 2004 Incentive Stock Plan.

1 g_.,g__s_,tff” Stock ( Option Agreement uhder NovaStar Financial, Inc, 2004 Incentwe Stock Plan B

A ——— i 1t 1 a1 . it o i i Lot T S i | dmATeE st v e e

1025.2®  Restricted Stock Agreement under NovaStar Financial, Inc. 2004 Incentive Stock Plan

SRRV |

110.25.3" ~ Performance Contingent. Deferred Stock Award Agreement under NovaStar Financial, Inc. 2004 Incentive !
’ _Stock Plan__ ;
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ra ,,_(,5’ NovaStar FlnanC|aI Inc Executlve Oﬁlcer Bonus Plan

'1_0"27;(7]” Emp!oyment Agreement t between NovaStar Mortgage Inc. and David A Pazgan Executive Vice PreS|dent
.- of NovaStar Mortgage, Inc.

[10.27.1"9"" Amendment dated December 20, 200610 the Employment ‘Agreement dated July 15, 2004 between NovaStar
[ _Mortgage Inc., and Dave Pazgan

A A — T

1028 - EmbToymem'Agreem%énf between NovaStar Financia) .inf:“and".ieﬁ‘r”é"f D. Ayers,
[, .. Senior Vice President, General Counsel and Secretary. _

o ey R e e A b s mime e e g e man o wmapx e

110 30" 2005 Compensatlon Plan for Independent Dlrectors

{10317 7 Employment Agreement between NovaStar Fmancral Inc ‘and GregoryS Metz Senior Vice President
’ ‘and Chief Financial Officer

S Y A e o e e =0 A

Lo N

..Financial Inc., and Gregory Metz. _
x10 32‘7’ TTE Employment Agreement between NovaStar Fmanmal tnc and Michael L Bamburg Senior Vice President
' and Chief Investment Officer ‘

i4 e e v e ey e T T . e

!
i

110.31.1"% " Amendment dated December 20,2006 to the Employment Agreement dated July 15, 2004 between NovaStar

lrf 0.32. 1“6’ T Améndment dated December 20, 2006 to the Employment Agreement dated July 15, 2004 between NovaStar |

.__Financial Inc., and Michael L, Bamburg.__

e

i;tO 337" "'Description of Qral At-Will Agreement between NovaStar Financial, Inc. and Rodney E. Schwatken Vice

_.President, ‘Controller and Chief Accounting Officer

PR

i

1}0.32‘"’ " Purchase Agreement, dated March 15, 2005, among the Registrant, NovaStar Mortgage, tnc
R NovaStar Capital Trust |, Merrill Lynch International and Taberna Preferred Fundlngt LTD

{10 350 " Amended and Restated Trust Agreement, dated March 15, 2005, between the ‘Registrant, JPMorgan Chase
Bank, Chase Bank USA and certain, admlnlstrative trustees _

RN et i = e e T i e

. B
ngasun L Jumor Subordlnated Indenture dated March 15 2005 between the Reglstrant and JPMorgan Chase Bank

1037 “parent. Guarantee Agreement dated March 15 2005 between the Fteg|strant and JP Morgan Chase Bank

lTo?é‘”’ . -Purchase Agreement, dated Aprit 18, 2006, among NovaStar Financial, Inc., NovaStar Morgage, inc.,
g _"NovaStar Capital Trust Il and Kodiak Warehouse LLC _ 3

{10 39‘"’ Amended and Restated Trust Agreement, dated April 18, 2006, between NovaStar. Mortgage Inc., JPMorgan
| : Chase Bank, NA Chase Bank USA, NA and certain administrative trustees as well as the form of security
L. _ . representing the Junior Subordinated Notes and the form of Trust Preferred Secunhes Certificate

i
1
i

10.40" 7 junior Subordinated Indenture, dated April 18, 2006 betwaen NovaStar Mortgage; Inc., NovaStar Financial,
i . INC. and JPMorgan Chase Bank, NA -

[10.41"” " " "Parent Guarantee Agreement, dated April 18, 2006, between NovaStar Financial, Inc. and JP Morgan Chase .

Bank, NA

L =1L N O e

110. 42“5’_ " Description of Employment Agreement between NovaStar Fmanmal ‘Inc. and Todd M. Philiips, Vice President, -

.. .Treasurer and Chief Accounting Officer

o439~
S NovaStar Ftnanmal Inc Long Term Incentwe Plan o
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eI T
119 Statement regardmg computatlon of per share earnings_-

S . o it~ b e st e

123" ™ NovaStar Finandial, Inc. Code of Conduct - - oo T
201 . subsidiariesoftheRegistrant . o
2317 Consentsof be:o.né}i'rouche we oo

551;1 _ - Chlef_ E;tecutlve Oﬂlcer CertlflcatlorT Segtlon 302 ef the sé?b'ia"ﬁ;?é_ije%}”t 0;5—602
?‘“:2 ” Pn ncrpal Fmancr.eﬁl Off;cer E:en.rr}i;t}"én MSmemcntlgnwéaES; th; MS“;nrb“enem;Oxley Act of 2602

[32. A Chief Exeetﬁwe '-Omﬁ-reer Cem—fre—atten ééét[&“gbé“ ottbg *garrbmelnwesWOxley Act of 2002

§_3_2L2: “ _ o Prtncrpal Flnanmal Officer Certlfrcatlon Sectlon 906 of the Sarbanee Oxley Actof2002 . -

(1) ~ Incorpcrated by reference to the correspondingly numbered exhibit to the Fteglstratlon Statement on Form S-11 (373-32327)

_ filed by the Registrant with the SEC on July 29, 1997, as amended. . .

(2) Incorporated by reference to the correspondingly numbered exhibit to the Annual Report on Form 10 K flled by the Registrant
with the SEC on March 16, 2005.

{3) See Note 17 to the Registrant's consolidated flnancral statements.

{(4) Incorporated by reference to Exhibit 10.15 to the Registration Statement on Form 3-8 (333-116998) filed by the Registrant with
the SEC on June 30, 2004.

{6) Incorporated by reference to the correspondlngly numbered exhlblt to Form 8-K filed by the Registrant with the SEC.on
February 4, 2005.

(6) Incorporated by reference to the correspondingly numbered exhibit to Form S 11 filed by the Registrant with the SEC on July
29, 1997.

(7} Incorporated by reference to the correspondingly numbered exhibit to Form 8-K flled by the Ftegrstrant wnth the SEC on
February 11, 2005. 4 .-

(8) Incorporated by reference to Exhibit 3.4 to Form 8-A/A filed by the Registrant with the SEC on January 20, 2004, b

(9) Incorporated by reference to the correspondingly numbered exhibit to Form-8-A/A filed by the Registrant with the SEC on
January 20, 2004.

{10) Incorporated by reference to the correSpondmgly numbered exhibit to Form 10-Q filed by the Heglstrant wrth the SECon August
5, 2005.

(11} Incorporated by reference to the correspondingly numbered exhibit t6 Form 10-Q filed by the Registrant with the SEC on May 5,
2005.

(12} Incorporated by relerence fo Exhrbit 3.1 to Form 8-K filed by the Registrant with the SEC on May 26, 2005.

(13) -Incorporated by reference to the correspondingly numbered exhibit to the Fleglstratlon Statement on Form S-3 (333- 128699)
filed by the Registrant with the SEC on July 18, 2005.

(14) Incorporated by reference to Exhibit 10.10 to Form 8-K filed by ths Registrant with the SEC on November 16, 2005.

(15) Incorporated by reference to the correspondingly numbered exhibit to Form 8-K filed by the Registrant with the SEC on
February 14, 2006.

(16) Incorporated by reference to an Exhibit 10 to Form 8-K filed by the Registrant with the SEC on December 21, 2006, -

(17) Incorporated by reference to the correspondingly numbered exhibit to Form 8-K filed by the Registrant with the SEC on April 24,
2006.

(18) Incorporated by reference to Exhibit 10.38 to Form 8-K/A filed by the Registrant with the SEC on May 2, 2006.

. {19) Incorporated by reference to Exhibit 10.34 to Form 8-K fited by the Registrant with the SEC on'November 16, 2005.
" v ' -

R i ) . - .. "
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Signatures

B

‘il

‘Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the Eegistrant has duly
caused this report to be signed on its behalf by the undersigned, thereunto duly authorized.

DATE: March.1, 2007 .

NOVASTAR FINANCIAL, INC ' '
(Registrant)

/s/ SCOTT F. HARTMAN

Scott F. Hartman, Chairmap of the Board .
of Directors and Chief Executive Officer

Pursuant to the requirements of the S.ecufities Excﬁénge Act of 1934, this report has been signed below by the following
persons on behalf of the registrant and in the capacities and dates indicated.

) DATiE:’ March 1, 2007

L

"DATE: March 1, 2007

§

DATE: March 1, 2007

DATE: March 1, 2007

"' DATE: March 1, 2007
DATE: March 1, 2007

DATE: March 1, 2007

" DATE: March 1, 2007

/s/ SCOTT F. HARTMAN .

-Scott F. Hartman, Chairman of the Board

of Directors and Chief Executive Officer
(Principal Executive Officer)

" /s/ W. LANCE ANDERSON

W. Lance Anderson, President,

. Chief Operating Officer and Director '

/s! GREGORY S. METZ

{Principal Financial Officer) -

Gregory S. Metz, Chief Financial Officer . .

/s/ TODD M. PHILLIPS

Todd M. Phillips, Vice President,
Controlter and Chief Accounting Officer
(Principal Accounting Officer). %

s/ EDWARD W. MEHRER

Edward W. Mehrer, Director

/s/ GREGORY T. BARMORE

Gregory T. Barmore, Director

/s ART N. BURTSCHER

Art N. Burtscher, Director

/s/ DONALD M. BERMAN
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Donald M. Berman, Director
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NOVASTAR

NOVASTAR FINANCIAL, INC. e e
8140 Ward Parkway, Suite 300 ., - -, .- o L .
Kansas City, MO 64114 s e

(816) 237-7000 ST Dy

.+ NOTICE OF ANNUAL MEETING OF STOCKHOLDERS" ., " . -

To Our Stockholders: : . " _ Y

Iy, . b .‘_ e _ . . p'--_~ Lt :‘-k‘;.,
~You are cordlally invited to attend thé annual meeting’ of stockholders of NovaStar Fmanma! Inc., a
Maryland corporation, to be held on Friday, May 4, 2007 at 11:30 a.m., Central Time, at the Sheraton Overland Park

Hotel, 6100 College Boulevard Overland Park, Kansas 66211, for the followmg purposes:;

1. The election of two Class Il directors to serve until the annual meetmg of stockholders to be held in 2010
and until their successors are’ elected and qualify; .

2. The approval of a charter amendment to increase the authorized shares of capital stock;

3. The ratification of the selection of Deloitte & Touche LLP as the |ndependent reglstered public accountlng
' firm for the fiscal year ending December 31, 2007; and

4. The transaction of such other busmess as may properly come before the annual meeting and any |
postponement or adjournment thereof.

A proxy statement- describing the matters to be considered at the annual meeting is attached to thls notice.
The Board of Directors has fixed the close of business on March g, 2007 as the record date for determination of
stockholders entitled to notice of, and to vote at, the annual mesting and any postponement or adjc)urnment thereof.

By Order of the Board of Directors *

. SCOTT F. HARTMAN
Chairman of the Board and” .
Chief Executive Officer : _ "

Kansas City, Missouri
April 2, 2007

YOUR VOTE IS IMPORTANT
PLEASE PROMPTLY MARK, DATE, SIGN AND RETURN ‘ ;
YOUR PROXY IN THE ENCLOSED POSTAGE-PAID ENVELOPE OR AUTHORIZE A PROXY TO VOTE YOUR
SHARES BY TELEPHONE OR VIA THE INTERNET AS INSTRUCTED ON THE PROXY CARD. YOUR VOTE IS
REVOCABLE IN ACCORDANCE WITH THE PROCEDURES SET FORTH IN THIS PROXY STATEMENT. IF YOU

- ATTEND THE ANNUAL MEETING, YOU MAY VOTE IN PERSON EVEN IF YOU RETURNED A PROXY.
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NOVASTAR FINANCIAL, INC.

8140 Ward Parkway, Suite 300 -
Kansas City, MO 64114 ) i
(816) 237-7000 “

. PROXY STATEMENT _
ANNUAL MEETING OF STOCKHOLDERS
" To Be Held May 4, 2007

To Our §tockh$lders:

The Board of Directors of NovaStar Financial, Inc., a Maryland corporation (“NovaStar Financial” or the
“Company”), is furnishing this proxy statement in connection with its solicitation of proxies for use at the annual
meeting of stockholders to be held on May 4, 2007 at 11:30 a.m., Central Time, at the Sheraton Overland Park Hotel,
6100 College Boulevard, Overland Park, Kansas 66211. This proxy statement, the accompanying proxy card and the
notlce of annual meeting are being provided to stockholders beglnmng on or about Aprll 2, 2007

. . 1 F

GENERAL INFORMATION e .

Record Date and Voting Rights - o D

~ Holders of shares of NovaStar Financial's common stock, par value $0.01 per share, at the close of
business on March 9, 2007, the record date, are entitled to notice of, and to vote at, the annual meeting. Onthat’
date, 37,436,884 shares of common stock were outstandlng Each stockholder is entllled to ane vote for each share
of common stock held as of the record date GH . .

L. . . »

Voting of Proxies

It you are not planning on attending the Annual Meetlng 1o vote your shares in person, your shares of
comman stock cannot be voted until either a signed proxy card is returned to the Company or voting instructions are
submitted by using the Internet or by calling a“specifically desugnated telephone number. Specific instructions for
stockholders of record who wish to use the Intemet or telephone voting procedures are set forth on the enclosed
proxy card. , .

Shares of cornmon stock represented by properly executed promes received in time for the annual meeting
will be voted in accordance with the choices specified in the proxies. Unless contrary mstruct:ons are indicated on
the proxy, shares will be voted FOR the election of the nominees named in this proxy statement as directors, FOR
the approval of a charter amendment to increase the authorized shares of capital stock and FOR the ratification of the
selection of Deloitte & Touche LLP as the mdependent reglstered publlc accounting firm for the fiscal year ending
December 31, 2007. L. . .

The management and the Board of Directors know of no matters to be brought before the annual meeting
other than as set forth herein. To date, NovaStar Financial has not received any stockholder proposals. If any other
matter of which the management and Board of Directors are not now aware is properly presented 1o the stockholders
for action, it is the intention of the proxy holders to vote in their dlscretlon on all rnatters on which the shares
represented by such proxy are entltled to vote . .

[}

o L




Revocability of Proxy

The giving of the enclosed proxy does not preclude the right to vote in person should the slockholder giving
the proxy so desire. A proxy may be revoked at any time prior to its exercise by delivering a written statement to the
Corporate Secretary that the proxy is revoked, by presenting a later-dated proxy, or by attending the annual meeting
and voting in person.

Solicitation of Proxies

The costs of this solicitation by the Board of Directors will be borne by the Company. Proxy solicitations will
be made by mail and also may be made by personal interview, telephone, facsimile transmission and telegram.
Banks, brokerage house nominees and other fiduciaries are requested to forward the proxy soliciting malerial to the
beneficial owners and to obtain authorization for the execution of proxies. NovaStar Financial will, upon request,
reimburse those parties for their reasonable expenses in forwarding proxy materials to the beneficial owners.
NovaStar Financial may engage an outside firm to solicit votes. If such a firm is engaged subsequent to the date of
this proxy statement, the cost is estimated to be less than $10,000, plus reasonable out-of-pocket expenses.

.~

Broker Non-Votes

-If the shares you own are held in “street name” by a bank, brokerage firm or other nominee, your nominee,
as the record holder of your shares, is required to vote your shares according to your instructions. In order to vote
your shares, you will need to follow the directions your nominee provides you. If you do not give instructions to your
nominee, it will still be able to vote your shares with respect to “discretionary” items, including the election of directors
and the ratification of the independent registered accounting firm. However, your nominee will not be allowed to vote
your shares with respect to “non-discretionary” items. When a nominee does not vote on such “nan- dlscretlonary’
items because instructions are not received, it is referred to as a “broker non-vote.”

Votes Required for Approval of Proposals’ ' -
'i'he presence, in‘perso-n or by brdxy, of stockholders representing 50% or more of the issued and
outstanding stock entitled to vote constitutes a guorum for the transaction of business at the annual meeting. Both
abstentions and broker non-votes will be considered present for the purpose of determining the presence of a
quorum. : )

Proposal 1: The vote of a plurality of all of thé votes cast at the annual meeting (at which a quorum is
present) is required for the election of a director. For purposes of the election of directors, abstentlons will not be
counted as votes cast and will have no effect on the result of the vote. ,

Proposal 2: The affirmative vote of stockholders entitled to cast a majority of the votes entitled to be cast at
the annual meeting (at which a quorum is present) is required for approval of the charter amendment and broker non-
votes lo increase the authorized shares of capital stock. For purposes of the vote on the charter amendment,
apstentions and broker non-votes will have the same effect as a vote cast against this proposal

Proposal 3 The affirmative vote of a majority of the votes cast at the annual meeting (at which a quorum is,
present) is required for ratification of the independent registered public accounting firm. For purposes of the vote on
the ratification of the independent registered public accounting firm, abstentions will not be counted as votes cast and
will have no effect on the result of the vote.

Voting by Shares Held in the 401(k) Plan

If you participate in the NovaStar Financial, Inc. 401(k) plan and your account has investments in shares of
the Company’s common stock, you must provide voting instructions to the plan trustee (either via the proxy card or by
Internet or telephone) no later than 11:59 P.M. Eastern Time May 3, 2007 in order for your shares to be voted as you
instruct. If no voting instructions are received by the plan trustee, your 401(k) shares will be voted for the Board’s
recommendations. Your voting instructions will be held in strict confldence




“Householding” of Proxy Materials

in December of 2000, the Securities and Exchange Commission adopted rules that permit.companies and
intermediaries (e.g., brokers} to satisfy the delivery requirements for proxy statements with respect to two or more
security.holders shanng the same address by delivering a single proxy statement addressed to those security
holders. This process is commonly referred to as "householdlng ! i , g . s
) L,

A smgle proxy statement will be dellvered to multtipte stockholders sharing-an address unless contrary

instructions have been received from an affected stockholder. Once you have received notice from your broker thatit _ - -

will be “householding” communications to your address, “householding” will continue until you are notified otherwise
or until you revoke your consent. If you or another stockholder of record W|th whom you share an address wish to
receive a separate Annual ,Ftep_ort or Proxy Statement; we will promptly. dellver it to you it you request it-by writing to:
"NovaStar Financial, Inc., Investor Relations, 8140 Ward Parkway, Suite 300, Kansas City, MO 64114. If you or
another stockholder of record with whom you share an address wish to receive a separate Annual Report or Proxy
Statement in the future, you may telephone toll-free 1-800-542-1061 or wnte to ADP, Attention Householdtng
Department 51 Mercedes Way, Edgewood, New York 11717. . . o
. - [
Stockholders who currently receive- mult|ple coples of the proxy statement at thelr address and would I|ke to.
request "householding” of their communications should contact thelr broker. Y N

1

Annual Report

~ The 2006 annual report including flnanmal statements for the year ended December 31, 2006, whlch is.
being mailed to-stockholders together with:the proxy statement, contains financial and other information about the
activities of NovaStar Financial, but is not lncorporated into this proxy statement and is not to be constdered a part of
. these proxy sot|C|t|ng materials. o et -

fe ' ' n ! ’ N Voo v ooor

SR A PROPOSAL1'LELECTION0FDIRECT0RS ) ) ot

‘ The Board of Dtrectors is divided into’three classes, designated Class |, Class It and Class |l with one class
standing for e!ectron at the annual meeting of stockholders each year. A director elected by stockholders shall hold
office until the annual meetmg for the year in‘'which his or her term expires and until his or her successor is elected
and quallfres subject however, to prior death, re5|gnatlon rétirement, dlsquallflcatlon or removal from office. Two o
Class Il directors are to be’ elécted at this year's annual meeting. Their terms will expire upon the 2010 annual’” ' **
mesting. The nominees for director are set forth below. The proxy holders intend to vote all proxies received by them
in the accompanying form for each norninee for director listed below unless otherwnse specmed by the stockholder
in the event that a nominee is unable or deciines to serve as a director at the time of the annual meeting, the proxies
will be voted for a nominee who shall be designated by the present Board of Directors to fill the. vacancy. In the event
‘that additional persons are nominated for election as directors, the proxy holders intend to vote all proxies received -
by them for the nominee listed below and against any other nomiriee. Each nominee has agreedtoserve asa |
“director if elected and as of the date of this proxy statement the Board of Directors is not aware of any nominee who
is unable to serve as director. The nominees listed below already serve-as directors of NovaStar Fmanclal . AT

ca The electron to the Board ot D:rectors of the nominees |dent|f|ed in the proxy statement will reqmre a plurallty
of all of the votes cast at the annual meseting. = - o e

s . - ‘ - N - vt

The Board of Dlrectors unanimously recommends that stockholders vote "FOFI" the nominees
' . identified below:

f :._‘, L -,' - - s i - Lo -
IR . Name - o Position with NovaStar Financial, Inc.
- . L s, ' ) ) : - I: L - ‘ s S
" -W Lance An_derson-_ - . ., Class |l Director .
Gregory T. Barmore . T . Class |l Director SE )




Nominees and Directors

Class I Directors — Terms Expmng 2009

Art N. Burtscher, age 56, has been a member of the Board of Directors since 2001. In 2000, Mr. Burtscher
became Chairman of McCarthy Group Advisors, LLC, an Omaha, Nebraska asset management organization. From
1988 to 2000, Mr. Burtscher served as President and Chief Executive Officer of Great Western Bank in Omaha,
Nebraska. Mr. Burtscher also serves on the Board of Directors of Great Western Bancorporation, Inc., an Omaha,
Nebraska multi-bank holdmg company, and NIC Inc:, an Overland Park, Kansas eGovernment service provider,

Edward W. Mehrer, age 68, has been a member of the Board of Directors since 1996. From November
2002 through June 2003, he served as Interim President & Chief Executive Officer of Cydex, a pharmaceutical
company based in Overland Park, Kansas. From 1996 through December 2003, he served as Chief Financial Officer
of Cydex. For approximately ten years and until Decembiér 1995, Mr. Mehrer was associated with Hoechst Marion
Roussel, formerly Marion Merrell Dow, Inc., an international pharmaceutical company {Marion). From December
1991 to December 1995, he served as Executive Vice President and Chief Financial Officer and a director of Marion.
Prior to joining Marion, Mr. Mehrer was a partner with the public accounting firm of Peat, Marwick, Mitchell & Co., a
predecessor firm to KPMG LLP, in Kansas City, Missouri. Mr. Mehrer also serves on the Board of Directors of FBL
Financial Group, Inc., a Des Moines, lowa insurance company and MGI Pharma Inc., a Bloomington, Minnesota
biopharmaceutical company.

Class Il Nominees — Terms Expmng 2010

~W. Lance Anderson, age 48, is a co- founder President and Chlef Operating Offacer of NovaStar Financial,
and has been a member of the Board. of Directors since 1996. His primary responsibilities include directing the
mortgage origination and servicing operations along with the non-financial suppart areas of human resources,
information systems and legal. Prior to joining NovaStar, Mr. Anderson served as Executive Vice President of Dynex
Capital, Inc., formerly Resource Mortgage Capital, Inc., a New York Stock Exchange listed real estate investment
trust (Dynex). In addition, Mr. Anderson was President and Chief Executive Officer of Dynex’s single-family mortgage
operation, Saxon Mortgage. Prior to joining NovaStar Financial, he had been at Dynex since October 1989.

... Gregory T. Barmore, age 65, has served on the Board of Directors since 1996. He retired as Chairman of
the Board of GE Capital Mortgage Corporation (GECMC), a subsidiary of General Electric Capital Corporation (GE
Capital) headquartered in Raleigh, North Carolina in 1997. He was responsible for overseeing the strategic
development of GECMC's residential real estate-aftiliated financial business, including mortgage insurance, morigage
services and mortgage funding. Prior to joining GECMC in 1986, Mr. Barmore was Chief Financial Officer of
Employers Reinsurance Corporation (ERC), one of the nation’s largest property and casualty reinsurance companies
and also a subsidiary of GE Capital. Mr. Barmore also serves as Chairman of the Board of Directors of IGO, Inc., a
Houston, Texas based plastics products company. . ' ,

Class i Directors = Terms Expiring 2008 : . .

Scott F. Hartman, age 47, is a co-founder, Chairman of the Board and Chief Executive Officer of NovaStar-
Financial, and has been a member of the Board of Directors since 1896. His primary responsibilities are to interact
with the capital markels and oversee the portfolio of investments and the securitization of mortgage loan production.
Mr. Hartman served from-February 1995 to June 1996 as Executive Vice President of Dynex. His responsibilities
while at Dynex included managing a $4 billion investment portfolio, overseeing the securitization of mortgage loans
originated through Dynex s mortgage operation and the administration of the securities issued by Dynex.

Donald M. Berman, age 55, was named t5 the Board of Directors in July of 2005. Since 1987 Mr. Berman
has been the Chairman and Chiet Executive Officer of CardWorks, L.P., a privately held consumer finance company
‘based in Woodbury, New York. As Chief Executive Officer of CardWorks, Mr. Berman oversees two wholly owned
subsidiaries: Cardholder Management Services, Inc. (CMS), based in Woodbury, New York, which was founded by
Mr. Berman in 1987, and Merrick Bank, located in Salt Lake City, Utah, which was established by CMS in 1997, Mr.
Berman has been a senior marketmg executive with Eastern States Bankcard Association, a bankcard industry
consultant and a Vice President in the Financial Institutions Division of Smith Barney.




Director Independence ; .

A maijority of the directors of the Board must meet the criteria for independence as established by the Board
in accordance with the rules of the New York Stock Exchange (NYSE). The NYSE rules provide that a director will
not qualify as independent unless the Board affirmatively determines that the director has no material relationship
with the Company. As permitted by the NYSE rules, the Board has adopted, upon recommendation from the
Nominating and Corporate Governance Committee, a set of categorical standards to form the basis for the Board's -
independence determinations. These Non-Management Director Independence Standards (the “Director
Independence Standards”) are included as Appendix A to this proxy statement. .

The Nominating and Corporate Governance Commlttee and the Board have evaluated the relationships
between each nominee or director (and his or her immediate family members and related interests) and the Company
and its subsidiaries. As a result of this evaluation, the Board has affirmatively determined, upon recommendation
from the Nominating and Corporate Governance Committee, that each of the following nominees or directors has no
material relationship with the Company and is indepéendent under the Director Independence Standards and the
NYSE rules: Gregory T. Barmore, Donald M. Berman, Art N. Burtscher and Edward W. Mehrer.
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Compensation Commlttee Interlocks and InSIder Partlmpatlon

No interlocking relatlonshlp exists between the Board of Dlrectors or officers responsible for compensatlon
decisions and the board of directors or compensation commmee of any other company, nor has any such intérlocking
relationship existed in the past, : :

Board Attendance and Annual Meeting Policy

During 20086, there were seven meetings of the Board of Directors. Each direétor participated in at least
75% of the meetings of the Board and the committees on which he served.

Independent directors are not expected to attend the annual meeting of stockholders. Art N. Burtscher,
Edward W. Mehrer and Gregory T. Barmore each attended the 2006 meeting.

Board Committee Membership and Meetings

The Board of Directors has three commitiees, Audit, Nominating and Corporate Governance and
Compensation. The Nominating and Corporate Governance Committee makes recommendations to the Board
concerning committee memberships and appointment of chairpersons for each committee, and the Board appoints
the members and chairpersons of each committee. Descriptions of the committees are provided below. These
descriptions are qualified in their entirety by the full text of the written committee charters that may be found on the
Company's website as described below.

'

»  Audit Committee. The Audit Committee of the Board of Directors consists of four directors, all of whom are
independent under the Director Independence Standards, NYSE rules and other SEC rules and regulations
applicable to audit committees. The following directors are currently members of the Audit Committee:
Gregory T. Barmare, Donald M. Berman, Art N. Burtscher and Edward M. Mehrer, who serves as the
chairman. The Board of Directors has determined that Edward W. Mehrer qualifies as an audit committes
financial expen, as such term is defined by Item 407(d)(5)(ii) of Hegulatlon S- K of the Exchange Act. During
2006 the Audit Commlttee met six times.

The purpose of the Audit Committee is to assist the Board in fulfilling its overSIght responsibility relating to:
(i) the integrity of the Company's financial statements and financial reporting process and its system of
internal accounting and financial controls, (i} the performance of the internal audit function, {iii) the
performance of the independent auditors, which would include an evaluation of the independent auditor's
qualifications and independence, (iv) the Company's compliance with legal and regulatory requirements,
including disclosure controls and procedures, and (v) the preparation of an Audit Committee report to be
included in the Company's annual proxy statement.

+ Nominating and Corporate Governance Committee. The Nominating and Corporate Governance
Committee of the Board of Directors consists of four directors, all of whom are independent under the
Director Independence Standards and NYSE rules. The following directors are currently members of the
Nominating and Corporate Governance Commitiee: Gregory T. Barmore, Donald T. Berman, Art N.
Burtscher and Edward M. Mehrer, with Mr. Burtscher serving as the chairman. During 20086, the Nominating
and Corporate Governance Committee met four times.




The purpose of the Nominating & Corporate Governance Committee is to: {i) identify individuals qualified to
become Board members, consistent with the criteria established by the Board, {ii) recommend to the Board
the director nominees for the next annual meeting of stockholders, (iii) leading the Board in the annual
review of the Board's performance and the review of management’s performance, and (iv} shape the )
corporate governance policies and practices including developing a set of corporate governance principles
applicable to the Company and recommending them to the Board.

e« Compensation Commitiee. The Compensation Committee of the Board of Directors consists of four .
directors, all of whom are independent under the Director Independence Standards, NYSE rules and other
SEC rules and regulations applicable to compensation committees. The following directors are currently
members of the Compensation Committee: Gregory T. Barmore, Donald T. Berman, Art N. Burtscher and
Edward M. Mehrer, with Mr. Barmore serving as the chairman. The Committee is scheduled to meet
quarterly, and more {requently as circumstances dictate. During 2006, the Compensation Committee met .
four times. C :

The responsibilities of the Compensation Committee are set forth in its charter and include: (i) review and
approve the goals, objectives and compensation structure for our Chief Executive Officer {CEQ), President
and senior management; (ii} review, approve and recommend to the Board any new incentive-compensation
and equity-based plans that are subject to Board approval and (jii) approve the required disclosure on
executive officer compensation for inclusion in the Company's annual proxy staterent and annual report on
Form 10-K. The Compensation Committee also reviews and approves the compensation structure for the
Board of Directors. The Compensation Commitiee may delegate certain of its authority to a subcommittee
comprised of one or more members of the Compensation Committee.

Additional information regarding the Compensation Committee's processes and procedures for considering
and determining executive compensation are described in the Compensation Discussion and Analysis.

Corporate Governance Documents

The Company’s Corporate Governance Guidelines, Code of Conduct and charters of the Company's Audit,
Compensation and Nominating and Corporate Governance Committees may be obtained at the Corporate
Governance section of the Company’s website, {www.novastarmortgage.com). The Company will also provide
copies of these documents free of charge to any stockholder who sends a written request to: NovaStar Financial,
Inc., Investor Relations, 8140 Ward Parkway, Suite 300, Kansas City, MO 684114,

Executive Sessions

Executive sessions of non-management directors are held at least three times a year. The sessions are
scheduled and chaired by Mr. Burtscher, who is the Chair of the Nominating and Corporate Governance Committee.
Any non-rmanagement director can request that an additional executive session be scheduled.

Communications with the Board ’

Individuals may communicate directly with any member of the Board of Directors or any individual chairman
of a committee of the Board of Directors by writing direcily to those individuals at the following address: NovaStar
Financial, Inc., 8140 Ward Parkway, Suite 300, Kansas City, MO 64114. Communications that are intended tor the
non-management, independent directors generally shoutd be marked to the attention of the Chair of the Nominating
and Corporate Govermance Committee. The Company’s general policy is to forward, and not to intentionally screen,
any mail received at the Company’s corporate office unless the Company believes the communication may pose a
security risk. :

Consideration of Director Nominees by Stockholders

The policy of the Nominating and Corporate Governance Committee is to consider propery submitted
stockhotder nominations for candidates for membership on the Board of Directors as described below.




Identifying and Evaluating Nominees for Directors c e L

: The Nominating and Corporate Governance Committee intends 1o utilize a variety of methods for identifying
and evaluating nominees for director. The Nominating and Corporate Governance Committee will regularly assess- .
the appropriate size of the Board of Directors, and whether any vacancies on the Board of Directors are expected duse
to retirement or otherwise. In the event that vacancies are anticipated, or otherwise arise, the Nominating and
Corporate Governance Committee will consider various potential candidates for director. Candidates may come to
the attention of the Nominating and Corporate Governance Committee through current members of the Board of
Directors, - professional search firms, steckholders or other-persons. These candidates are evaluated at regular or
special meetings of the Nomlnatlng and Corporate Governance Commlttee and may be con5|dered atany point -
during the year. Stockholder nominations should be addressed to:. NovaStar Financial, Inc., 8140 Ward Parkway, , ,
Suite 300, Kansas City, MO 64114, attention Jeffrey D. Ayers, Corporate Secretary. The Nomrnatnng and Corporate .
Governance Commitiee will consider properly submitted stockholder nominations for candidates for the Board of
Directors, following verification of the stockholder status of persons proposing candidates. If any materials are
provided by a stockholder in connection with the nominating of a director candidate such material will be forwarded to
the Nommanng and Corpérate Governance Committee.  The Nominating and Corporate Governance Committee will
also review materials provided by professional search firms or other partres In evaluating such nominations, the,
Nominating and Corporate Governance Committee seeks to achieve a balanoe of knowledge, experience and :
capability on the Board of Directors.
Y1 . P ) B Y [T ‘. MY O h o LA '
Directors Minimum Qualifications : S e L .
v .t e e . - ' .
The Company considers candidates for the Board of Drrectors based upon several criteria; |nclud|ng their . -,
broad-based business and professional skills and experience, education, accounting and financial experlise, age, -
diversity, reputation, civic and community relationships, concern for the long-term interest of stockholders, personal
integrity and judgment, and knowledge and experience in the mortgage banking industry. When evaluating . | |
nominees, the composition of the entire Board of Directors is taken into account including the need fora majority of
independent directors. In addition the assessment of a candidate inciudes consideration of the number of public
boards on which he or she serves because of the time requrremenls for duties and responsibilities associated wrth
serving on the Board of Directors.

-"-' i .
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Director Nominee Recommendationé

The Nominating and Corporate Governance Committea of the Board of Directors has approved the two
candidates for inclusion on the proxy card, Beth director nominees are standing for re-election to their positions as
Directors of the Company.

- .- . .-




Notwithstanding anything to the contrary set forth in any of NovaStar Financial’s previous or future filings
under the Securities Act of 1933, as amended, or the Securities Exchange Act of 1934, as amended, that might
incorporate future filings, including this proxy statement, in whole or in part, the Audit Committee Report and
Compensation Committee Report shall not be incorporated by reference into any such filings.

AUDIT COMMITTEE REPORT

The Audit Committee engages the indepéndent auditors, reviews with the independent auditors the plans
and results of any audits, reviews other professional services provided by the independent auditors, reviews the
independence of the independent auditors, considers the range of audit and non-audit fees and reviews with
management management's evaluation of NovaStar Financial's intemnal control structure. The Audit Committee is
composed of four directors, each of whom is :ndependenl as deflned by the listing standards of the New York Stock
Exchange.

The Audit Committee has reviewed and discussed with management and the independent auditors
NovaStar Financial’s audited financial statements for fiscal 2006. In addition, the Committee has discussed with the
independent auditors the matters reqmred to be discussed by Statement on Auditing Standards No. 61,
“Communication with Audit Commmees

The Audit Committee has received from the independent auditors written disclosures and a letter concerning
the independent auditors’ independence from NovaStar Financial, as required by Independence Standards Board
Standard No. 1, “Independence Discussions with Audit Commlnees These dlsclosures have been reviewed by the
Commlttee and discussed with the independent auditors.

Based on these reviews and discussions, the Committee has recommended to the Board of Directors that
the audited financial statements be included in the Company’s Annual Report on Form 10-K for fiscal 2006 for filing
with the Securities and Exchange Commission.

Audit Committee

Edward W. Mehrer, Chair
Gregory T. Barmore

Art N. Burtscher

Donald M. Berman




COMPENSATION DISCUSSION AND ANALYSIS - oo

4
[

Introduction

This section provides information regarding the compensation programs for.our chief executive officer, chief
financial officer and three other most highly compensated executive officers for 2006 {collectively our “named
executives”). This section includes, among other things, the overall objectives of our compensation program, each
element of compensation that we provide, and an explanation of the reasons for the compensation decisions we have
made regarding the named executives. . . . .

Qur named eicecutives for 2006 were as follows:

4

Name : ' Title
[SSOiF Raiman " Ohaima ofth Boar and i Execuve Ofcer ]
Gregory S. Metz ' Sentor Vice President and Chief Financial Officer S
L_ Lance Anderson ‘:_‘_—_ _‘“Pre_s_lde_n_t and Chief Operating Officer - . o . ,'___[
Michael L. Bamburg T Senlor Vice PresTdent and Chief Investment. Ofﬁcer
Fved_ A _F:'_:;zéén -7 President and Chief Executive Oﬂ‘lcer of NovaStar Mortgage Inc., a subsidiary
T S T; ofthe Company - _ e L

Overview of the Compensation Committee

-The Compensation Committee (the “Committee”) of our Board of Directors has overall responsibility ior
evaluating and approving our executive officer compensation plans, policies and programs and making decisions
regarding specific compensation to be-paid or awarded to our named executives. In determining our named
executives’ compensation for 2008, the Committee determined not to engage the services of an outside
compensation consultant. In the fulure, the Committee may determine that the services of a compensation
consultant are warranted and under its charter, the Committee has the authority to engage, to compensate and to
terminate the services of an outside compensat:on consultant

The Committee recognizes the importance of maintaining sound processes for the development and
administration of compensation and benefit programs to enhance the Committee’s ability to effectwely carry out its
responsibilities: -To that end, the Commtttee did the fotlowmg during 2006:

» Established an annual calendar of key’ respon5|blllt|es including reviewing compensatlon ph:losophy and -
-+ program design, sefting base salary, setting and monitoring performance abjectives and short-term mcentwe
awards, and granting fong-term equity awards; .

¢ Reviewed our compensation philosophy and program to ensure its objectives and purpose are heing
: accomphshed and

+ Reviewed all aspects of executwe compensatlon by type and amount

H

Objecttves of Qur Compensatlon ‘Program

Philosophy ' ' _ “.'7 _ ' .

We believe that our growth and success is dependent in large part, on aur ability to attract and retain hlghty
qualified executwe officers. Toward that end; we have developed what we believe is a competitive executive .
compensation program, designed to reward executive officers over the short-term and leng-term for achieving pre- ’
established objectives and increasing stockholder value. To achieve these objectives, the Company utilizes a mix of

compensation components including base salary, short-term incentive awards and long-term equity awards. f

.

The compensation program is organized around the following fundamental principles:

»  Provide Total Compensation Opportunities That Are Competitive: To enable us to attract, motivate and
_ retain highly qualified executives that provide the leadership required to achieve our strategic goals, total
compensation opportunities for each executive (base salary, short-term incentive awards and long-term
equity awards) are targeted at levels to be competitive with similar positions at comparable companies in the

financial services industry based on a review of publicly available data and compensation surveys.




* A Substantial Portion Of Total Compensation Should Be Al Risk Because It Is Performance-Based:
The Committee believes executives should be rewarded for their performance. As a result, in setling the
compensation for the named executives, the Committee strives to establish a direct link between business
results that drive stockholder value and individual performance and rewards. Consequently, a substantial
portion of an executive’s tolal compensation is at risk, with amounts actually paid dependent on performance
against pre-established objectives for the individual and the Company.

e A Substantial Portion of Total Compensation Should Be Delivered in the Form of Equity-Based
Awards: The Committeé believes an equity stake in the Company effectively aligns executive and
stockholder interests and provides motivation for enhancing stockholder value. As a result, the Committee
may award stock options, restricted stock, restricted stock units, performance shares and stock appreciation
rights (as well as other awards paid in cash or equity). The Company does not currently maintain stock
ownership requirements for its executive officers, as most of such officers have been with the Company for a
number of years and own a significant amount of Company stock. The Company’s executive officers are
subject to the Company’s Insider.Trading and Disclosure Policy for Designated Insiders when purchasing or
selling Company stock. In addition, common stock awarded pursuant te our short-term incentive plan is
subject to transfer restrictions.

The Committee recognizes that recruiting new executives or retaining existing executives may involve -
individual negotiations with such individuals. Accordingly, the Committee may determine in a particular situation that
it is in the best interests of the Company tc negotiate a compensation package that deviates from the above
described philosophies and the historical compensation provided to our executive officers.

Objectives of Each Component

All of our named executives have the same elements of compensation:: base salary, short-term incentive
awards and long-term equity awards. Our base salary is designed to enable the named executive to receive a fixed
amount of cash commiserate with his position and is designed to not only incent future performance but to recognize
past performance and contnbutrons

. Short-term incentive awards are in the form of annual cash awards and common stock awards subject to
transfer restrictions, and are designed to support the near-term initiatives of the business and to position the
Company for the future by focusing on annual goals, both financial and operational.

In 2008, long-term equity awards were granted in the form of stock option awards and restricted stock
awards. Stock options are designed to reward performance that delivers stockholder value over a sustained period of
time. All 2006 stock option awards vest equally over a four-year period. Restricted stock awards are designed as a
retention device because the named executive receives equity based on the passage of time and continued
employment and are not dependent on-any performance criteria. All 2006 restricted stock awards vest 100% on the
fifth anniversary of the date of grant. .

Role of Executive Officers in Executive Compensation

The Committee reviews and approves annually all compensation decisions relating to our named
executives. Management plays a significant role in the compensation process. Both Mr. Hartman, our chief
executive officer, and Mr. Anderson, our president and chief operating officer, annually review the performance of the
other named executives and recommend base salary levels, short-term incentive awards, long-term equity awards,
and performance objectives for short-term incentive awards for these individuals for approval by the Committee.
However, the Committee may approve compensation at levels above or below such recommendation and may
modify the recommended performance objectives. Further, Messrs. Hartman and Anderson regularly present
information to the Committee for discussion and approval relating to compensation and benefit plans, policies and
programs. Our general counsel and director of human resources setve as the management liaison officers for the
Committee. The human resources and legal departments also provide assistance to the Committee in connection
with administration of the Commitiee’s responsibilities, such as setting meetings and assembling and distributing
materials for Committee meetings. In addition, management assists the Commrttee by: .

. 'Providing information needed or requested by the Committee, such as performance against budget and
objectives, historic compensation, compensation expense and information regarding our compensatron
policies and programs; and Ca

» Providing input and advice regarding compensatron programs and polrcres and their impact on the Company
and its executives.
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v In setting their compensation, both Mr, Hartman and Mr. Anderson make recommendations to the Board
regarding.budgets and operating and strategic initiatives of the Company and their impact on and contribution to such
initiatives. The Commitiee considers this information in setting the compensation of Messrs. Hartman and Anderson,
but has ultimate authority to review the performance of, and to determine the base salary, short- term mcentrve
awards and ObjeCtIVGS and Iong—term equity awards for, Messrs. Hartman and Anderson . :

[ . Vo

Elements of Compensatu:mi i L - R SR

'

Our compensation program consists of the following key elements:

» Base Salary A
e Short-Term Incentive Awards
Long-Term Equity Awards o

~
~
.

The Commmee targets the following. generai allocatlon of these elements as a percentage of total
compensatron

.

S Short-Term ' N _ Long-Term
Base Salary o . Incentlve Awards L ' Equity Awards *

33 1/3% ) . 33 1/3% . - 3313%

The allocatlon was determrned té prowde a balance between the key components of the Company ]
compensatlon program. Percentages of total compensation actually earned from each element will vary based on a
number of factors, including performance agalnst objectives and the value of equity awards upon any dlsposmon of
the underlying stock. The allocation for Mr. Metz in 2006 was 40% base salary, 40% short-term incentive awards and

20% long-term equity awards. The Comnmittee set different allocations for Mr. Metz than for the other executives due
to his limited ability to directly impact Company performance. ) ) . 1.

Base Salary . ) . . -
Each of our named executwes has an employment agreement whlch establlshes a minimum. Ievel of base
salary and provides for an annual review of base salary by the Committée. Base salary for these executives is
generally reviewed by the Committee in the first quarter of each year and any increases are generally effective on the
first pay date in February. In setting base salary, the Committee takes’ |nto consideration its overall goal for allocation
of total compensation to this element, competitive pay practices in the financial services industry and the Committee’s
assessment of individual performance relative to responsmllltles and objectlves for each named executwe

The base salaries for our named executwes in 2006 drd not increase over 2005 In reachlng that decusron
the Committee considered several factors mcludrng the Company s 2005 financial performance and the Company s
desire to réduce costs in 2006. - ST . . o

Short-Term Incentive Awards o

We provide short-term incentive awards pursuant to both the NovaStar Financial, Inc. Executive Bonus Plan
{Amended and Restated January 1, 2006)(the “Executwe Bonus Plan"), which was approved by our stockholders at
the 2006 Annual Meeting of Stockholders and the NovaStar Financial 2004 Incentive Stock Plan (including related.
award agreements) (the “Incentive Plan”), which was approved by our stockholders atthe 2004 Annual Meeting of -,
Stockholders. All of our named executives are eligible to receive short-term incentive awards. We believe that
having annual incentives are necessary to having competitive compensation and believe that they align the interests
of our named executives and our stockholders. The short-term incentive awards are designed to provide ,
compensation to the named éxecutives on an annual basrs to the extent that Company-wide, business unit and,
individual goals are attained. .

Short-term incentive awards are generally developed through the.following process. First, management,
including the named executives, develops the Company's busmess objectives and determines how and to what
extent each participant and his business unit ‘contributes to those ob;ectlves Messrs. Hartman and Anderson then -
develop preliminary recommendanon for the Comrmittee. Next, the Commrttee reviews managemem S
recommendations and the Commitiee establishes the final objectives, including those for Messrs. Hartman and )
Anderson. In establishing the final objectives, the Committee seeks to ensure that the incentives are consistent with
the strategic goals set by the Board, that the goals are sufficiently ambitious so as to provide meaningful incentive
and that incentive awards, assuming target levels of performance are attarned would be consistent with the overall -
compensation prograrn established by the Cornm1ttee .

v
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Short-term incentive awards are paid in cash up to an amount equal to 100% of the named executive’s base
salary and any amount in excess of 100% of the named-executive’s base salary is paid in common stock, subject to
transfer restrictions, with a value equal to such excess as of the date of grant, The named executives have voting
and dividend rights with respect to the shares of common stock granted as short-term incentive awards. The
Company pays target bonuses in cash to provide immediate compensation for the achievement of target performance
objectives. Annual incentives earned in excess of target are paid in common stock with transfer restrictions to reward
the named executives with stock a stock award that is fully vested and to promote retention of the common stock by -
the named executive to align their interests with those of our stockholders.

For 2008, each named executive’s short-term incentive opportunity was set so that the named executive
could eamn up to 200% of his base salary if certain individual and Company performance objectives were met. To
calculate the amount of the award, the Committee assigned certain weights to the achievement of individual
performance objectives. If an objective was satisfied, then the named executive was entitled to the percentage of his
base salary allocated to that objective. in some instances, certain individual performance objectives were further
weighted so that the amount of the award attributed to that objective could be adjusted upwards or downwards from
target in a range of 50% to 200% based on the achievement of specific thresholds. Once the Committee determined
the aggregate amount the named executive was entitled to receive based on the achievement of individual
performance objectives, the Committee applied a multiplier percentage of 50% to 200% based on the Company’s
overalt performance to determine the named executive’s final award. Generally, the Committee sets the target levels
for incentive opportunities such that the relative difficulty of achieving the target level is consistent from year to year.

An executive's incentive award may be adjusted by adjusting the pre-established percentage allocation
assigned to the particular individual performance objectives, subject to the limitations that the maximum incentive
cannot exceed 200% of the executive’s base salary. In exercising this discretion, the Committee may consider
various factors, including the executive’s and the Company's overall performance. If the Company’s financial
statements are restated or adjusted in the future in a manner that would have reduced the size of a prior incentive
award, the Committee will consider that information when determining future compensation.

Individual Performance Objectives

Messrs. Hartman and Anderson. For 2008, the performance objectives for Messrs. Hartman and Anderson
were identical and were set so that 90% of their short-term incentive award was based on achieving short-term
objectives with the remaining 10% of the award based on efforts taken during the year to achieve long-term
objectives. The short-term objectives were based upon the development and implementation of key components of
the Company’s strategic plan and a reduction in the Company’s cost to originate loans in both the retail and
wholesale markets, with individual components weighted between 10% and 40% of the target award. Certain 'of the
short-term objectives were further weighted so that the Messrs. Hariman and Anderson would receive 50% to 200%
of the amount allocated to that objective depending on the attainment of specific performance thresholds. The
targets related to a reduction in the Company’s cost to criginate loans were dependent on the Company reducing its
cost to originate loans to between 1.60% to 2.25% of the amount of the loans. Cost to originate loans is a non-GAAP
measure that is calcutated from our mortgage lending segment’s general and administrative expenses. We add to
that amount direct origination costs classified as reduction in gain on sale and premiums paid to brokers, net of fees
collected. We then subtract any non-lending overhead costs from that amount to arrive a cost of loan production
which is then divided by our loan production principal to arrive at a percentage cost to originate, '

Mr. Melz. For 20086, the performance objectives for Mr. Metz were set so that 100% of his short-term
incentive award was based on objectives refating to achievement of goals related to management of the financial
department, the implementation of key components of the Company's strategic plan, reduction in costs and
leadership initiatives, with individual components weighted between 20% and 30% of the target award.

Mr. Bamburg. For 2006, the performance objectives for Mr. Bamburg were set so that 100% of his short-
term incentive award was based on objectives relating to securitization and portfolio management initiatives,
execution of the Company’s over-all business plan and development and implementation of key components of the
Company's strategic plan, with individual components weighted between 5% and 35% of thé target award.

Mr. Pazgan. For 2006, the performance objectives for Mr. Pazgan were set so that §0% of his short-term
incentive award was based on achieving quantitative objectives relating to a reduction in the cost to originate loans in
both the retail and wholesale markets and wholesale loan production, with the remaining 20% of thé award based on
development and implementation of key components of the Company’s é;trategic plan. The quantitative objectives
were further weighted so that Mr. Pazgan could receive 50% to 200% of the amount aliocated to that objective
depending on the attainment of specific perfformance thresholds. The targets related to a reduction in the Company’s
cost to originate loans were dependent on the Company reducing its cost to originate foans to between 1.70% to
2.25% of the amount of the loans, which is calculated as described above under “Messrs. Hartman and Anderson.”
The targets for wholesale loan production ranged between $7 billion to $11 billion,
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Generally, the Committee sets the target level for costs to originate loans and wholesale loan production in
alignment with the Company's strategic plan and expectations regarding Company performance, including the
specific circumstances facing the Company during the coming year. :

Company Performance Objectives .

Once the Committee determined the aggregate amount the named executive was entitled to receive based -
on the achievement of the individual performance objectives set forth above, the Committes then assessad the
performance of the Company and compared the actual fiscal year resuits to pre-determined minimum, target and
maximum levels for: earnings per share, return on equity and growth in net income available to common stockholders
to determine a multiplier. This multiplier can increase or decrease the named executive’s short-term incentive award
based on individua! performance objectives; provided, that the multiplier percentage cannot be less than 50%. In
addition, the named executive's total short-term incentive award is capped at 200% of his base salary. ,

Generally, the Committee sets the target level for earnings per share, return on equity and growth in net
income available to common stockholders targets in alignment with the Company's strategic plan and expectations
regarding Company performance. In making the annuai determination of the minimum, target and maximum levels,
the Committee may consider the specific circumstances facing the Company during the year. For 2006, eamings per
share targets ranged from $3.00/share to $5.00/share; return on equity targets ranged from 12.5% to 25%; and
growth in net income available to common stockholders ranged from 3.75% to 15%. For 20086, the Company only
met the Company performance cbjective for target return on equity; therefore, the minimum multiplier percentage of
50% was applied fo determine final awards. - . ' -

. . - . . v

In February 2007; the Committee met to evaluate the performance of the named executives against their
respective objectives for 2006 and to determine their respective incentive awards for 2006 performance. The
Committee consulted with Messrs. Hartman and Anderson regarding the performance of Messrs. Metz, Bamburg and '
Pazgan. The Committee, upon the recommendation of Messrs. Hartman and Anderson, increased the percentage
allocation assigned to certain individual performance objectives of Messrs. Metz and Bamburg because these
individuals exceeded the expectations established related to those objectives. For example, Mr. Metz exceeded
expectations related to the management of the financial department and implementation of key components of the
Company's strategic plan by; among other things, implementing a controlled equity offering and handling tax and
securitization aspects of the Company’s first collateralized debt obligation securitization. -Mr. Bamburg exceeded
expectations related to securitization and portfolio management initiatives, execution of the Company’s over-all
business plan, and development and implementation of key components of the Company’s strategic plan by, among
other things, structuring the Company's first collateralized debt abligation securitization.

For 2006, the short-term incentive awards were as follows:. Messrs. Hartman and Anderson — 74% of base
salary; Mr. Metz — 66% of base salary; and Messrs. Bamburg and Pazgan — 76% of base salary. All awards were
paid in cash. - . ) . :

Long-Term Equity Awards

The goal of our long-term equity awards is to maximize the Company's performance over multiple years
(generally four to five years). Long-term equity awards are made pursuant to the NovaStar Financial, Inc. Long-Term
Incentive Plan and normally consist of stock options and restricted stock awards. The Committee may also grant
stock awards for those years in which the Company’s performance is extraordinary or for other business purposes
(including, for example, to address unique employee retention issues).

All equity-based awards are issued pursuant to the terms of the Incentive Plan. The Committee determines
each year: . ' '

¢ The number of shares to be awarded to each named executive; - " .
¢ The type of awards granted (e.g., stock options, restricted stock, etc.); and

» Any performance or other conditions and Iimitatio_hs that rriay apply with respect to such awards.
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in establishing award levels, the Committee does not consider the equity ownership Jevels of our named
executives or prior equity awards, whether fully vested or not. It is the Committee’s belief that competitors who might
try to hire away our named executives would not give credit for equity ownership in the Company and, accordingly, to
remain competitive we do not give credit for that factor either. However, we recognize that Messrs. Hartman and
Anderson have a substantial equity ownership in the Company that it would make it difficult for a competitor to recruit
them. As a result, the Committee subjectively considered their equity ownership when it established their overall
targeted compensation as discussed above. The Committee also uses certain additicnal factors to determine the
amount of the long-term equity award, including the'Company's performance, the market price of the Company's
common stock, projected business needs, the.projected-impact of stockholder dilution, and the expense the
Company. will incur pursuant to Financial Accountmg Standards Board Statement No. 123(R) (“SFAS 123(R)")
“Share-Based Payment

-t

For 2006, the Committee determmed the dollar amount of the Iong-term equny award that it-wanted to
provide to each named executive and then granted each named executive a number of stock opticns and a number
of shares of restricted stock, each with a SFAS-123(R) value equal to 50% of the total equity award. For Messrs,
Hartman, Anderson, Bamburg and Pazgan, the Commitiee determined to'grant each equity awards in-an amount
equal to 100% of their base salary and determined to grant Mr. Metz equity awards equal to 50% of his base salary.
The stock options vest in equal annual installments over a period of four years and.the restricted stock vests 100% on
the fifth anniversary of the date of grant. Further, the stock options and restricted stock are accompanied by dividend
equivalent rights that entitle the named executives to receive dividends declared on the Company's common stock 1o
the same extent they would if they actually.owned the common shares underlying the stock options and the restricted
stock. Dividend equivalent rights on restricted stock are paid in cash at the time the Company pays dividends to its
stockholders. Dividends equivalent rights on stock options are accrued and paid in cash upon vesting. In 2008, the
Commitiee granted dividend equivatent rights on unvested stock options and restricled stock because historically a
significant portion of the value of our common stock has been derived from dividend payments.” This is due to our.
REIT structure, which requires us to distribute’ at least 90% of our.taxable income, and to regularly issue common
stock, both of which make it difficult for us to have s:gnmcant increases in common stock value over time.

The Commmee chose to-award stock optlons because it belleves that stock options.directly allgn the named
executive's’interests with stockholder interests because the named executive does not recéive any benefit, beyond
the receipt of dividends, unless the Company’s common stock price rises above the exercise price. Further, the
Committee decided to have the options vest in:equal increments over four years because it believed that such a
vesling would encourage the named’ executlves to operate the Company $ business with a long-term perspectlve and
to remain with the Company. oo

The Committee chose to award restricted stock that vests 100% at the end of five years as a retention
device. With time-vesting restricted stock, the receipt of the stock is.dependent on the passage of time and the
continued employment of the named executive and not any performance criteria. The named executives have
additional incentive to remain with the Company because the restricted stock vests 100% on the fifth anniversary of
the date of grant rather than vesting ratably over ime. The Commitiee determined that five years was an appropriate
period of time to incent the named executives to remain with the Company and align their interests with those of the
stockholders.

Additional information regarding the stock option and restricted awards made to the named executive
officers is found under the heading “Grants of Plan- Based Awards in Flscal Year 2006" of this Proxy Statement

Benefits

401(k}, Health & Welfare Benefits. The named executives are generally entitled to participate in the
Company’s employee benefit plans {inctuding 401(k), health and welfare benefits) on the same basis as other
employees. Our named executives are not eligible for matching contributions under the 401(k) plan, but instead
receive their matching contributions under the NovaStar Mortgage, Inc. Deferred Compensation Plan, described
below.

Perquisites and Other Benefits. The Committee annually reviews the perquisites that the named
executives receive, The primary perquisites for our named executives are the reimbursement of up to $5,000 for
financial ptanning expenses plus an amount equal to the taxes that the named executive has to pay on the
reimbursement. The Committee believes that good financial planning by experts reduces the amount of time and
attention that our named executives must spend on that topic and maximizes the net financial planning rewards to the
employee of the compensation received from the Company. In addition, prior to the enactment of the Sarbanes-Oxley
Act of 2002, the Company loaned Messrs. Hartman and Anderson certain amounts. See “Review and Approval of
Transactions with Related Parties™ for additional information.
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The Compensation Committee does not view perquisites and other benefits as a significant element of our
comprehensive compensation structure but it does believe that they can be used in conjunction with the key
components of our.compensation program to attract, motivate and retain individuals in a competitive environment.

Deferred Compensation Pian. We maintain the NovaStar Morigage, Inc. Deferred Compensation Plan
(the “Deferred Compensation Plan”) for the purpose of providing eligible employees with an opportunity to save
additional funds for retirement or other purposes. Participants in the Incentive Plan may also defer the receipt of
stock awards. See “Nonqualified Deferred Compensation Narrative™ for a description of the Deferred Compensation
Plan and deferral under the Incentive Plan. _— _

Relationship of Compensation Elements
In 2007, the Committee beghn using “tally sheets” to provide a summary of the compensation history of our

named executives. These tally sheets included a two-year summary of base salary, annual short-term incentive
awards and long-term equity awards. . T

,

Employment Agreements

The Board and the Committee generally believe that employment agreements are necessary to attract and
retain a management team committed to the Company's success. All of the named executives have written
employment agreements with the Company that include severance and other provisions that protect the executive in
case of his termination by the Company without cause or his resignation for good reason, including after a change in
control of the Company, or due to termination resulting-from his death or disability. We believe in providing
reasonable severance benefits to employees. With respect to our named executives, these severance benefits reflect
the fact that it may be difficult for the executive to find comparable employment within a short period of time. We
believe that change in control provisions are critical because they altow management to remain focused on oyr
stockholders' best interasts in the event a potential change in control situation. . .

See “Employment Agreements” after the Grants of Plan-Based Awards table and “Potential Payments upon
Termination of Employment or Change in Control” for additional information regarding the employment agreements
and benefits upon termination of employment. ' e . .

-

Impact of Accounting and Tax Treatments

Section 162{m).of the Internal Revenue Code limits our ability to deduct annual compensation in excess of
$1 million paid to any of the named executives. This limitation generally does not apply to compensation based on
performance goals if certain requirements are met.. it is the Committee’s position that in administering the -
“performance-based” portion of our execulive compensation program, it will attempt to satisfy the requirements for
deductibility under Section 162(m). However, the Commitiee believes that it needs to retain the flexibility 1o exercise
its judgment in assessing an executive's performance and that the total compensation system for executives should
be managed in accordance with the objectives outlined in this discussion and in the overall best interests of our -
stockholders. Should the requirements for deductibility under Section 162(m) conflict with our executive
compensation philosophy and objectives or with what the Committee believes to be in the best interests of the
stockholders, the Committee may authorize compensation which is not tully deductible for any given year.

We adopted SFAS 123(R) in January of 2006, but we have been expensing stock options and restricted
stock awards under the fair value method of SFAS 123 since 2003. Therefore, the adoption of SFAS 123(R}), on
January 1, 2006, did not have a material impact on our financiai statements and its adoption did not have a material
affect on the selection of forms of equity compensation. ’
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Timing of Compensation Decisions

The Committee develops an annual agenda to assist it in fulfilling its responsibilities. Generally, in the first -,
guarter of each year, the Committee:

* Reviews prior year performance and authorizes lhe distribution of shor-term mcentlve awards for the prior
‘year;

+ Reviews and establishes base salary for the current year,

«  Establishes performance criteria for the short-term incentive awards for the current year; and -

. Authorlzes long-term eqmty awards for the current year.

This timing has been selected as a result of a vanety of tax considerations. In order 10 satisfy the
deductibility requirements under Section 162(m) of the Interal Revenue Code, performance objectives must be
established in the first 30 days of the performance period. For annual incentive awards, this means performance
objeclives must be established no later than the end of March. in addition, in order to avoid being considered
deferred compensation under Section 409A of the Internal Hevenue Code, mcentwe awards wnh respecl to the prsor
year must be paid out prior to March 15. .

We adopted an Equity Award Policy on February 12, 2007 governing the grant of equity awards. In general,
equity awards may be granted only at a meeting of the Committee or the entire Board during the “Trading Window,"
as defined in the Company s Insider Trading and Disclosure Policy for Designated Insiders. The Trading Window for
a particular quarter is open beginning on the second business day following an earnings release with respect to the
prior guarter until the 15" day of the third month of the quarter. The exercise price (if applicable) of all equity awards
will be equal to the price at which the Company’s common stock was last sold on the NYSE.

Annual incentive awards based upon 2006 performance were made on February 12, 2007. Grants of long-
term equity awards for 2007 were made on March 14, 2007, in accordance with our Equity Award Palicy.  Grants of
long-term equity awards for 2006 were made in February 2006 in accordance with our historic practice of granting
equity awards at the first meeting of the Committee each year followmg the availability of the fmanmal results for the
prior year.

COMPENSATION COMMITTEE REPORT

We, the Compensation Committee of the Board of Directors of NovaStar Fmanmal Inc., the “Company”,
have reviewed and discussed the Compensation Discussion and Analysis set forth above with the management of
the Company, and, based on such review and discussion, have recommended to the Board of Directors inclusion of
the Compensation Discussion and Analysis in this Proxy Statement and the Company s Annual Report on Form 10-K
for the year ended December 31, 2006

Compensation Committee:
Gregory T. Barmore — Chairperson .
Art N. Burtscher

Edward W. Mehrer
Donald M. Berman
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EXECUTIVE COMPENSATION

Summary Compensatlon Table . - ’ . . .' S
. The following table sels forth the. compensanon of our named executwes durlng the flscal year ended
December 31, 2006. .

K3

Non-Equity
, . Stock Option incentive Plan All Other -.
Name and . : Salary Awards - Awards . -Compensation Compensation
Principal Position Year _ (1}($) ($)(2) ($)(2) (8)3) ($)(4) Total ($)
Scott F. Hartman T/ T Tt
Ch|ef Executive B i : < ’ - ' ' U |
Officer 2006 $ 642,735 _ 172709 % 269896 % 4745348 - 37,783 $1,507,657 -
Gregory S. Metz
Chief Financial o ‘
Officer : 2006 254,375 15,930 24,213 167,888 : 6,880 469,286
W. Lance Anderson ! S
President and Chief . ’ ' '
Operating Officer __2006_ 642735 172,709 269896 __ 474534 39,977 1599,851
Michael L. Bamburg o L.
Chief Investment . . i '
Officer 2006 397,107 90,309 137,438 300,000 2,848 927,702
Davnd A. Pazgan T T S o T )
Chlef Executive -‘ ) : o ‘
‘Officer of NovaStar : {
Mortgage, Inc. 2006 393,077 248,586 99585 __ 300000  __ __ 5638 0_ 16,886

[t

b
4

1. Mr. Pazgan voluntarily deferred the receipt of $20,273 pursuant to the Deferred Compensation Plan. Information with
respect to this deferral can be found in the Nonqualified Deferred Compensation table below.

2. Represents the dollar amount recognized for financial reporting purposes for the fiscal year ended December 31, 2006, in
accordance with SFAS 123(R) (disregarding estimates of forleitures). The stock awards cofumn includes amounts for
restricted stock granted in 2004, 2005 and 2006 and performance based restricted ‘stock granted in 2004. The option
awards column includes amounts for stock option awards granted in 2002, 2005 and 2006, See Note 20tothe
Consolidated Financial Statements included in the Company's Annua!l Report on Form 10-K for the year ended
December 31, 2006 for a discussion of the assumptions used in calculating these amounts. For further infarmation about
awards made in 20086, see the Grants of Plan-Based Awards table below and “Compensation Discussion and Analysis —
Long-Term Equity Awards.”

3. Represents short-term incentive awards paid in 2007 for performance in 2006 under the Executive Bonus Plan: For
further information about these awards, see the Grants of Plan-Based Awards table below and “Compensation Discussion
and Analysis — Short-Term Incentive Awards.”

4. All Other Compensation for the named executives is set forth in the following table.

Company
Contributions to
Forgiveness of Deferred Insurance, Total All Other
) Founders® - ‘Compensation Tax Gross- Premiums  Compensation
Name Notes ($)}{A) Plans ($) ups ($)(B) (8)(C) {3){D)
‘Scott F, Hartman $ . 305838 50008 16608 5408 37,783
Gregory S, Metz .- - - - E 214 6,880
W. Lance Anderson 30583 . 5000 3854 _ 540 39977
Michael L. Bamburg - = 2512 886 2848
David A. Pazgan T T spoo. 802 %8 5638
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(A) Represents forgiveness of principal under founders’ notes receivable. This amount does not include the
forgiveness of capitalized interest as that amount is not reportable compensation for the named executive. See
“Review and Approval of Transactions with Related Persons” for additional information. o

(B} The tax gross-ups for Messrs. Hartman and Anderson were paid on the forgiveness of founders’ notes receivable -
and a financial planning aflowance received during fiscal year 2006. The tax gross-up for Mr. Bamburg was paid
on a financial planning allowance received during fiscal year 2006. The tax gross-ups for Mr. Pazgan were paid on
a financial planning allowance received during fiscal year 2006 as welf as a reimbursement for travel by his
spouse lo attend a certain company function involving spouse participation.

{C) Represents the dollar value of the insurance premiums paid by the Company with respect to term lifa insurance for
the benefit of the named executive.

(D) The total value of all perquisites and other personal benefits did not exceed $10,000 for any named executive
oHicer for fiscal year 2006 so the amounts have been excluded from the Summary Compensation Table. -

. A L £

Grants of Plan-Based Awards in Fiscal Year 2006

The following table sets forth the grants'of ptan-based awards to our named executives during the fiscal year
ended December 31, 2006.

Estimated Possible Payouts
Under Non-Equity incentive Plan

Awards (1)
All Other All Other
Stock Option  Exercise
Awards: Awards:  or Base
Number of Number of Price of Grant Date Fair
Shares of Securities  Option Value of Stock
Grant Threshold Target Maximum Stockor Underlying Awards and Option
Name  Date ($) ($) {$) Units (#) Options (#)(3) ($/Sh)(4) Awards ($)(5)
SR N _ - e et e e e e e+ e e e
Scott F. ¢ 2/8/2008 ' — 24,401% 31.21% 307,804
Hartman 2/8/2006 10,712(2) - — 334,536
[ s 2/24/2008 o 4,487(6) - - 118,412
B ey —$ . —$ 642735$ 1285470 L
Gregory S. 2/8/2006 — 4,829 31.2% 60,915
Metz 2/8/2006 2,120(2) — - 66,208
: - — 254,375 508,750
"\N.‘Lance. /82006 . ' —. 24,401  31.21 307,804
‘Anderson *- 2/8/2006 . | 10,712(2) - — 334,536
T 2242008 L 4,487(8) - - 118,412
L_.___W A T ST Sy mﬁ-ig'715m - 1128,5!4“7‘(1.__ B Y
Michael L. 2/8/2006 . — 14,234 321 179,553
Bamburg 2/8/2006 : 6,249(2) — — 195,156
2/24/2006 1,698(6) 44,810
— — 387,107 794,214
David A. 2/8/2006 ' — 12,908  31.21 162,827
'Pifféggari _5’*__-5‘ 2/8/2006 -+ - 5,867(2) —_ — 176,980
I

Lo 4 2242006 ‘ ' - - 513(6), - —_— 13-53§
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1. These columns show the range of payouts available for 2006 performance under the Executive Bonus Plan and the
tncentive Plan if the target or maximum performance objectives are satisfied, as described under “Compensation
Discussion and Analysis -- Short-Term Incentive Awards.” There is no minimum payout under the plans. The actual
amount eamed is reported in the Summary Compensation Table in the column fitled *“Non-Equity Incentive Plan
Compensation.” , ‘ - . :

2. Represents a grant of restricted stock under the Incentive Plan, as described in “Compensation Discussion and Analysis —

* Long-Term Equity Awards,” which vests five years from the date of grant. Dividends will be paid on these shares at the
same rate payable to commeon stockholders on dividend payment dates commencing from the date of grant until the
- forfeiture of the unvested restricted stock prior to February 11, 2011.

-3. Represents a grant of stock options under the Incentive Flan, as described in “Compensation Discussion and Analysis —
Long-Term Equity Awards,” which vests in four equal annual installments. Dividends will be accrued and paid upon
vesting on these options at the same rate payable to common stockholders on dividend payment dates commencing from
the date of grant until the exercise or forfeiture of the stock option, or termination of the option on February 8, 2016.

4. The exercise price of options granted in 2006 was the lesser of (1) the closing price of the Company’s common stock as

: reported in the Wall Street Journal on the business day preceding the date of the grant (331.23), or (2) the average of the
clesing prices of the Company's common stock on each day on which the stock was traded over a period of up to twenty
trading days immediately prior to such date ($31.21). The closing market price of the Company’s common stock on the
date of the grant was $30.92 per share, which was less than exercise price of the options granted. .

5. Represents tha full grant date fair value under SFAS 123(R) of stock options and restricted stock granted in 2006. See
Note 20 to the Consolidated Financial Statements included in the Company’s Annual Report on Form 10-K for the year
ended December 31, 2006 for a discussion of the assumptions used in calculating these amounts.” ‘-

6. Represents a grant on 2/24/2006 as a result of 2005 annual incenlive compensation exceeding target. The number of
shares granted was determined by dividing the excess of the incenlive compensation over target by the closing price of
the Company’s common stock on the date before grant ($26.50). The shares are fully vested on the date of grant but are
subject to transfer restrictions for a peried of four years from the date of grant, This compensation was reported in the
2005 Summary Compensation Table. - ** S ; : ' .

Employment Agreements

NovaStar Financial has entered into an employment agreement with each of Mr. Hartman and Mr.
Anderson. The term of the agreements automatically extends for one additional calendar year unless either party
provides three months prior written notice to the other party.

NovaStar Financial has also entered into an employment agreement with each.of Mr. Metz and Mr.
Bamberg. NovaStar Mortgage Inc., a subsidiary of NovaStar Financial, has entered into an employment agreement’
with Mr. Pazgan. None of these employment agreements provide for a specified term or period of employment. All of

_the agreements generally provide for a minimum base salary, subject to increase by the Company, and eligibility for
incentive opportunities and bensfits pursuant to the Company's benefit plans. :

Pursuant o the terms of their employment agfeements. our named exedutives are entitled to certain benefits
upon termination of employment, including after a change in control. See “Potential Payments upon Termination of
Employment or Change in Control” for a description of these benefits. !

+

19




Outstanding Equity Awards at Fiscal Year-End 2006

The following table sets forth the outstanding stock options and stock awards for each of our named
executives as of December 31, 2008. .

OPTION AWARDS

STOCK AWARDS

Equity
Incentive
Plan
- Equity Awards:
Incentive Market or
Pian Payout
Number Market Awards: Value of
of  Value of Numberof Unearned
Shares Shares Unearned Shares,
or Units or Units Shares, Units or
Number of Number of of Stock of Stock Units or Other
Securities Securities That That Other Rights
Underlying Underlying N Have Have  Rights That Have
Unexercised Unexercised Option Option Not Not That Have Not
Options (#) Options (#) Exercise Expiration Vested Vested Not Vested
Name Exercisable Unexercisable Price ($) Date (#)(4) (3)  Vested (#) ($}(7)
Scott F. 20,000(1) — 3 7.16 12/19/2011 — - - =
Hartman 37,500(1) - 12.22 12/18/2012 — - - =
' 3,465 10,395(2) 4213  2/7/2015 — - — X
| — 24,401(3) 31.21  2/8/2016 — - — -——;
L — — .= — . —_ 19,1128 509,335~ 4,400(5) $117,260
Gregory S. 700 2,100(2) 4213  2/7/2015 — — — —_
Metz — 4,829(3) 31.21  2/8/2016 — - - . -
— _ —_ ! — 3,020 80,483 900(5) 23,985
* A
W. Lance 20,000(1) - 7.16 12/19/2011 — - - g
Anderson 37,500(1) — 12,22 12118/2012 - — — —
o 3,465 10,395(2) 42,13 2/7/2015 — - — =
*"_ - 24,401(3) 3121 2/8/2018 — - — -
. . — — - — 19112 509,335 4,400(5) 117,260
Michaet L. 1,518 4,557(1) 4213 2/7/2015 - — — —
Bamburg — 14,234(3) 31.21  2/8/2016 — - - —
— — — — 10,174 271137 1,925(5) 51,301
David A, 1,425 4,275(2) 4213 2/7/2015 — — — -;{
'Pazgan - — 12,908(3) 31.21  2/8/2016 - — =

!

9492 252,962 _ 26,825(6)_ 714,886

1. For options that vested prior to January 1, 2005, a recipient is entitled to receive additional shares of Company common
stock upon the exercise of the options as a result of dividend equivalent rights (“DERs”) that accrue at arate equal tothe
number of shares underlying the option outstanding multiplied by 60% of the dividends paid on each share of common

stock. The DERs convert to shares by dividing the dollar vatue of the DERs by the closing price of the Company's

O T

common stock on the dividend payment date. At December 31, 2006, Messrs. Hartman and Anderson each were entitled-
to receive an additional 7,019 shares of stock upon exercise of their options with an expiration date of December 19, 2011
and an additional 7,028 shares of stock upon exercise of their options with an expiration date of December 18, 2012,
2. Options will vest in 1/3 increments on February 7™ of the years 2007-2009,
3. Options will vest in 25% increments on February 8™ of the years 2007-2010,
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4. The vesting dates of the shares of restricted stock held at fiscal-year end 2006 are as follows:
. Shares )
Name Grant Date Qutstanding Vesting Schedule
lScottF. 7 /282004 . 4,000 7" 50% on 1/28/2007 and 50% on 1/268/2008
{-Hartman © 2712005 4,400 100% on 2/7/2015 :
. .. si2008” 072 _ - 100%on2/8201%1_ -
Gregory S. 2/7/2005 B 900 100% on 2/7/2015
Metz 2/8/2006 2120 100% on 2/8/2011
FWTL—anc?';_" T igEia004 T T 4000 0% on 1/28/2007 and 50% on 1/28/2008 |
. Anderson 2/7/2005 ' 4,400 100% on 2/7/2015 . I
282008 _M0712______ 100%on2/®2011
Michael L. . - 1/28/2004 2,000  50%on ‘1.’28/2.00? and 50% on 11;28;’2008
Bamburg 2/7/2005 1,925 i 100% on 2/7/2015
2/8/2006 . 6,249 , 100% on 2/8/2011
David A, ~ "~ " T1/28/2004 2,000  '50% on 1/28/2007 and 50% on 1/28/2008 .
Pazgan 2/7/2005 1,825 ~ 100% on 2/7/2015 '

_2/8/2006 5667 . 100% on 2/8/2011 __

5. Represents a grant of performance based restricted stock made on 2/7/2005. No shares of stock will be awarded unless
. NovaStar Financial attains a predetermined GAAP eamings target established by the Compensation Committee tor one of

the three fiscal years commencing with fiscal year 2005. Such target was not achieved for 2005 or 2006. If NovaStar
Financia! meets the performance target for 2007, the shares will be awarded and will vest at 50% on the first anniversary
after the date of the award and 50% on the second anniversary of the date of the award. No shares will be awarded if the
performance target is not met. The number of shares awarded will be the same whether the target is met or exceeded. At
this time, wa do not anticipate that the target will be met for 2007.

6. Represents 1,825 shares of performance based restricted stock granted on 2/7/20085, which is described in footnote 5, -

- and a grant of performance based restricted stock on 11/10/2004. Pursuant to the November 2004 grant, the Company
will issue between 25,000 and 100,000 shares of restricted stock if certain perfarmance targets based on wholesale
nonconforming crigination volume are achiaved within a five-year period from the date of the grant. The shares will vest -
equally over four years from the date awarded. Such targets were not achieved for 2005 or 2008. The-number of shares
that will be awarded if the thresho'd performance targets are achieved is 25,000. No shares will be awarded if the
performance targets are not met. The number of shares awarded will be the same whether the target is met or exceeded.
At this time, we do not anticipate that the targets will be met for 2007.

- 7. The closing market price of the Company's common stock on December 29, 2006 {lhe last trading day of 2006) was
$26.65.

Option Exercises and Stock Vested in Fiscal Year 2006

¥

' The following table sets forth the details of each exercise of stock options and each vesting of stock awards
for each of our named executives for the fiscal year ended December 31, 2006. _ . -

OPTION AWARDS STOCK AWARDS

Number of Number of
Shares Acquired Value Realized on Shares Acquired- Value Realized on
Name on Exercise (#) Exercise ($) on Vesting (#) Vesting ()
R o T =TI T Temaiins. L _281,1322)
Gregory S.Metz . - TS~ .S
WitanceAnderson _ ___ ___— . T esa(y L 28113202)
Michael L. Bamburg -~ _ 125008 - 206000 _ 26983 . 76270(4)

DavidA‘Pazgah  __ ' _ 12000 226035 . _ _ A51(8) . . 44.998(6)

1. Includes 3,354 DERs converted to common stock in 2006 that are attached to vested and exercisable stock options,
4,487 shares of restricted stock granted on 2/24/2006 related to 2005 annual incentive compensation, and 2,000 shares
of restricted stock which vested on 1/28/2006. Messrs. Hartman and Anderson elected to voluntarily defer receipt of the
full amount of their restricted stock which vested on 1/28/2006 under the Incentive Plan. a
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2. Includes $99,800 in value realized upon DERs converting to common stock in 2006 on the dividend payment dates,
$118,412 in value realized on the 4,487 shares of restricted stock granted on 2/24/2006 based on a closing market price
of the Company's common stock on that date of $26.39, and $62,920 in value realized on the 2,000 shares of restricted

- stock that vested on 1/28/2006 based on the closing market price of the Company’s stock on that date of $31.46.

3. Includes 1,688 shares of restricted stock granted on 2/24/2006 related to 2005 annual incentive compensation and 1,000
shares of restricted stock that vested on 1/28/2006.

4. Includes $44,810 in value realized on the 1,698 shares of restricted stock granted on 2/24/2008 based on a closing
market price of the Company’s cornmon stock on that date of $26.39 and $31,460 in valus realized on the 1,000 shares of
restricted stock that vested on 1/28/2006 based on the closing market price of the Company's stock on that date of
$31.46, :

5. Includes 513 shares of restricted stock granted on 2/24/2006 related to 2005 annual incentive compensation and 1,000
shares of restricted stock that vested on 1/28/2006.

6. Includes $13,538 in value realized on the 513 shares of restricted stock granted on 2/24/2006 based on a closing market
price of the Company’s common stock on that date of $26.38 and $31,460 in value realized on the 1,000 shares of
restricted stock which vested on 1/28/2006 based on the closing market price of the Company's stock on that date of
$31.46.

Nonqualified Deferred Compensation in Fiscal 2006

The following table sets forth the details on the nonqualified deferred compensation plan contributions,
earnings and balances for each of our named executives during the fiscal year ended December 31, 2006.

Executive .
Contributions in Last Registrant Contributions Aggregate Earnings Aggregate Balance at
Name FY (3) in Last FY ($)(3) in Last FY ($}4) Last FYE ($)

Scott F. : ' T
Hartman $ . 181,332(1)5. . .. 5006 $ 1368633 § 29,959,742
Gregory S.
Metz o .. — . . _ b©6686 . _._ _B4 18510
W. Lance . ¥
Andersen 181,332(1) ... 5000 711,386 . . 5,786,549
Michael L. '
Bamburg . CoM80, . =~ . __._29%154 2241008
David A. - :
Pazgan .. 20273 -, .. .8000 27,494 257,899

1. Reflects a voluntary deferral of restricted stock that vested on 1/28/2006 under the Incentive Plan and a voluntary deferral
of stock granted on 2/24/2006 related to 2005 incentive compensation. These amounts are not included in the 2006
Summary Compensation Table because they relate to restricted stock granted prior 1o 2006 and incentive compensation
earned in 2005.

2. Reflects a voluntary deferral of stock granted on 2/24/2006 related to 2005 incentive compensation. This amount is not
included in the 2006 Summary Compensation because it relates to incentive compensation earmed in 2005.

3. Rellects Company matches to the Deferred Compensation Plan included in the All Other Compensation column of the
Summary Compensation Table.

4, Aggregate earnings in 2006 consists of earnings on investments within the Deferred Campensation Plan and eamings on
stock awards that have been deferred under the Incentive Plan, including dlvrdends on any Company stock, and are not
above-market or preferential.

Nonqualified Deferred Compensation Narrative

The Deferred Compensation Plan is designed as a voluntary, non-tax qualified, unfunded, deferred
compensation plan for the benefit of a select group of management and highly compensated employees. Eligible
employees may defer between 1% and 75% of their base salary and 100% of any incentive compensation.
Participants in the Incentive Plan may defer up to 100% of any restricted stock that vests each plan year. To be
eligible for a base salary deferral, the participant must elect to contribute the maximum to the NovaStar 401(k) plan
each year. The participant also must also meet the election deadlines set out in the Deferred Compensation Plan for
each of his deferrals to be effective. We have the discretion to make a contribution to the Deferred Compensation
Plan on behalf of each participant, including a contribution equal to the matching contribution that we would have
made if the participant had deferred the amounts to our qualified section 401(k) plan without regard to the otherwise
applicable IRS limits.

A participant’s deferrals and related earnings will be 100% vested at all times. Company contributions vest
25% per year of service and are fully vested after four years of service. All of the named executives, except Mr.
Metz, have been employed by the Company for. more than four years and; therefore, are fully vested in ali previous
and future Company contributions to the Deferred Compensation Plan,
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The participant may select from among a number of investment alternatives under the Deterred
Compensation Plan, including an investment in our commen stock, lo measure the investment earnings on his
deferrals. These investment alternatives were selected by the Company’s Retirement Committee. The participant
may request a change in the asset allocation of his account balance or future deterral under the Deferred
Compensation Plan at any time; provided, that once a participant elects to invest a certain amount in the investment
alternative based on the value of cur common stock, the participant cannot change that election with respect to that
amount. .

: N

Generally, participants who separate from service with the Company prior to retirement (age 85 or age 55
with 10 years of service) will receive their entire account balance in a single lump sum. Participants who separate
from service with the Company after attaining retirement age will receive their entire account balance in either a
single lump sum or in installments of 5, 10 or 15 annual payments. A participant may also elect to receive the full
vested amount or a portion of their account prior to termination of employment for planned events or for unplanned
events such as financial hardship or disability.” See “Potential Payments upon Termination of Employment or Change
in Contro!” for a description the amounts payable to the named executives upon termination of employment, including
after a change in control. . . . .

Potential Payments upon Termination of Employment or Change in Control . N

The tables below reflect the amount of compensation and other benefits to which the named executives
would be entitled under their respective employment and award agreements and compensation arrangements if their-
employment had terminated on December 31, 2006, given their compensation and service levels as of such date
and, if applicable, based on the Company's closing stock price on that date. These benefits are in addition to benefits
currently available to the executives, including exercisable stock options and vested amounts of deferred -,
compensation, as well as benefits generally available to all salaried employees, such as amounts accrued and vested
through the Company's retirement plans, payout of any accrued salary and vacation, and health benefits under
COBRA (collectively, the “Pre-Termination Benefits”). Named executives are entitled to receive the Pre-Termination
Benefits regardless of the manner in which their employment is terminated.

The actual amounts of benefits to which the named executives are entitled upon termination of employment
can only be determined at the time of, such executive's separation from the Company. Due to a number of factors that
affect the nature and amount of any benefits provided, the actual amounts may be higher or lower than described
below. Factors that could atfect these amounts include the timing during the year of termination and the Company’s
stock price at such time. in addition, in connection with any actual termination of employment, the Company may
determine to enter into an agreement, or to establish an arrangement with, a departing executive to provide benefits
in addition to, or to alter the terms of, the benefits described below.

Employment and Equity Award Agreements

[

- The Company or its subsidiaries has entered into employment agreements and equity award agreements
with each of the named executives that provide the named execulives with certain benefits in the event of termination
by the Company without “cause” or by the executive for “good reason,” including after a “change in control”, or
termination as a result of death or disability. Each of these agreements, as amended, is included as an exhibit to our
Annual Report on Form 10-K for the fiscal year ended December 31, 2008, filed with the SEC.

For purposes of the employment agreements with Messrs. Hartman and Anderson, the following definition
applies: . : ‘

“Cause” means the occurrence of:

»  acts or omissions constituting g}oss negligence, recklessness or willful misconduct on the part of the
executive in respect of his fiduciary obligations or otherwise relating to the business of the Company;

+ the executive 's material breach of the employment agreement; or

- « the executive 's conviction or entry of a plea of nolo contendre for fraud, misappropriation or embezzlement.
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For purposes of the employment agreements with Messrs. Metz, Bamburg and Pazgan, the following
definition applies:

“Cause” means the existence of or a belief by the Company in the existence of facts which constitute a basis
for termination of éxecutive’s employment in view of relevant factors and circumstances, which may include, but are
not limited to, executive's duties, responsibilities, conduct on the job or otherwise, job performance, and emptoyment
record. Acts or omissions which could constitute a basis for termination for Cause include, but are not limited to;

+ breach of any of the terms of the employment agreement;

» failure to perform duties in accordance with the standards from time to time established by the Company or
conduct which the Company determines may impair or tend to impair the integrity of the Company, including
but not limited to: insubordination; gross misconduct; thefi, misappropriation or embezzlement; dishonesty;
neglect in performance of or failure to attend to the performance of duties; executive’s breach of fiduciary
duty, and any inaccurate, incomplete, or misleading oral or written statements made by the executive at any
time, including but not limited to, any such statements in interviews, resumes, curriculum vitae, job
application, or other related oral or written communications; or

« any act or omission, which is inconsistent with the business interests of the Company. ' -

For purposes of the employment agreements with each of the named executives, the following definitions
apply: . . : :

“Change in control” shall be deemed to have occurred if any of the conditions set forth below shall have
been satisfied: .

+  any “person” as such term is used in Sections 13{d) and 14(d) of the Securities Exchange Act of 1934 (the
“Exchange Act") (other than the Company; any trustee or other fiduciary holding securities under an
executive benefit plan of the Company; or any company owned, directly or indirectly, by the stockholders of
the Company in substantially the same proportions as their ownership of the stock of the Companyy), is or
becomes the “beneficial owne:” (as defined by Rule 13d-3 under the Exchange Act), directly or indirectly, of
the securities of the Company (not including securities beneficially owned by such person, any securities
acquired directly from the Company or from a transferor in a transaction expressly approved or consented to
by the Board of Directors) representing more than 25% of the combined voting power of the Company s then
outstandmg secunties

o the stockholders of the Company approve a merger or consaolidation of the Company with another
corporation, other than (i) a merger or consolidation which would result in the voting securities of the
Company outstanding immediately prior thereto continuing to represent {either by remaining outstanding or
by being converted into voting securities of the surviving entity}, in combination with the ownership of any
trustee or other fiduciary holding securities under an executive benefit plan of the Company, at least 75% of
the combined voting power of the voting securities of the Company or such surviving entity outstanding
immediately after such merger or consolidation, or (i) a merger or consolidation effected to implement a
recapitalization of the Company (or similar transaction) in which no person acquires more than 50% of the
combined voting power of the Company's then outstanding securities;

« the stockhoiders of the Company approve a plan of complete liquidation of the Company or an agreement
for the sale or disposition.by the Company of all or substantially all the Company's assets; or

e during any period of two consecutive years (not including any period prior to the execution of the
employment agreement), individuals who at the beginning of such period constitute the Board of Directors
and any new diractor {other than & director designated by a person who has entered into an agreement with
the Company to effect a transaction described in three immediately preceding bulleted paragraphs), (i)
whose election by the Board of Directors or nomination for election by the Company’s stockholders was
approved by a vote of at least (2/3) of the directors then still in office who either were directors at the
beginning of the period or whose election or nomination for election was previously so approved or (ii)
whose election is to replace a person who ceases to be a dlrector due to death, disability or age, cease for
any reason to censtitute a majority thereof.

L4
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“Good reason” means the occurrence, wnthout the executive's written consent, of any one or more of the

followmg events:

provide:

provide:

a reducnon in title and/or compensatlon of the executive or the assignment of dutles to the executwe not
consistent with those of an executive of the Company, except in connection with the Company’s termination
of the executive’s employment for Cause or as otherwise expressly contemplated in the employment
agreement; :

the Company's material breach of any of the provisions of the employment agreement, including, but not
limited to, a reduction by the Company in the execulive's base salary in effect as of the Effective Date, or a
material change in the conditions of the executive’s employment; or

the relocation of the Company’s principal executive offices to a location more than fifty (50} miles from its

* location or the Company’s requiring the executive to be based anywhere other than the Company's principal

executive offices, except for requiring travel on the Company’s business to an extent substantlally consistent
with the executive’s duties hereunder . .

The employment agreements and award equity award agreements for Messrs. Hartman and Anderson

for the executive to receive, if the executive resigns for good reason or is terminated without cause after a
change in control: an amount equal to three times such executive’s combined maximum base salary and
actual bonus compensation for the preceding year, subject in each case to a maximum amount of 1% of the
book equity value {exclusive of valuation adjustments) and a minimum of $360,000; and certain fringe
benefits for up to two years after termination; provided, that the executive is prohibited for a period of one
year following termination from competing with the Company or soliciting any Company employee to work
for 2 competing business,; and

absent a change in control, if the Company terminates the executive’s employment without cause, or if the
executive resigns for good reason, the executive receives: an amount equal to such executive's combined
maximum base salary and actual bonus compensation for the preceding year, subject in each case to a
maximum amount of 1% of bock value (exclusive of valuation adjustments) and a minimum of $120,000;
and certain fringe benefits for up to one year after termination.

The employment agreements and award equity award agreements for Messrs. Metz, Bamburg and Pazgan

all unvested outstanding options and restricted stock granted to the executive shall immediately vest if the
executive resigns for good reason or is terminated without cause after a change in control orif the
employment is terminated due to the death of the executive;

for the executive to receive, if the executive resigns for good reason or is terminated without cause after a
change in control, an amount equal to two times (three times for Mr. Bamburg, effective March 23, 2007)
such exaecutive’s combined current year base salary and actual bonus compensation for the preceding fiscal
year, subject in each case to a maximum amount of 1% of the book eqmty vatue of the Company and a
minimum of $500 000

absent a change in control, if the Company terminates the executive’s employment without cause, or if the
executive resigns for good reason, the executive and the Company shall immediately enter into a consulting
agreement with a 12 month term pursuant to which the executive shall receive payment in an amount equal
to the executive’s 12 months base salary in exchange for consulting services with respect to matters related
to the executive's job description during the course of his employment with the Company and the vesting
period of stock options and restricted stock for the year in which the termination occurs will accelerate;

" provided, that the Company has the discrefion to pay the executive his pro-rata share of incentive -

compensation for the year up to the termination date if the executwe is terminated by the Company without
cause; and

that the executive is prohibited from disclosing confidential information and, for a period of one year

following termination, from competing with the Company, soliciting the Company's employees or customers,
or interfering with the Company's business.
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Excise tax gross-up. If a named executive resigns for good reason or is terminated without cause after a
change in control, the executive may be subject to certain excise taxes under Section 280G of the Interna! Revenue
" Code. The Company has agreed to reimburse the affected executives for those excise taxes as well as any income
and excise taxes payable by the executive as a result of any reimbursements for the 280G excise taxes. For
purposes of the 280G calculation, it is assumed that no amounts will be discounted as attributable to reasonable
compensation and no value will be attributed a non-competition agreement.

Deferred Compensation

The named executives participate in deferred compensation plans that permit the deferral of salary,
incentive compensation and stock awards. The last column of the Nonqualified Deferred Compensation table reports
each named execulive’s aggregate deferred compensation balance at December 31, 2006. The entire balance for
Messrs. Hartman, Anderson, Bamburg and Pazgan is fully vested; therefore, they are entitted to receive the amount’
in their deferred compensation account in the event of termination of employment for any reason. In the event of
termination by reason of death or disability, or by the Company without cause or by the executive for good reason
following a change in control, the unvested portion of Mr. Metz's deferred compensation account will immediately vest
upon termination. See the narrative accompanying the Nonqualified Deferred Compensation table for additional
information on deferred compensation. '

If the named executives have a positive account balance or a current deferral election at the time of death,

then his deferred compensation account will be increased by an amount equal to the lesser of 200% of the total
amount of the executive’s voluntary deferrals less any prior distributions, or $2,000,000.

Termination of Empioyment by the Company Without Cause or ﬁesignation for Good Reason

Forgiveness of Accelerated Vesting Continuation

Cash Incentive Pay Founders’ Notes of Options & of Benefits
Name Severance (3 {4) Restricted Stock (5) (6) Total

sooif. e s e T PO -,1
Hatman _ § 1,404376(1)$__ = . —$ ___ 276711 % e - % 11,575 $1,692,662
Gregory S,

Metz _ e - ..294375(2) 167088 — . .. .= __ ... 421463
W. Lance . : .
Anderson . 1,404376(1) _ _  _ —_ _ __ 276711 __ oo-— ... 1,575 1692662
Michael L.

Bamburg  397107(2) 300000 - . — _ . — _  _ —_ 697,107
‘David A. : :

Pazgan = .393077(2) ___ 300000  _ -~ _ . . _ . .— ___.  — _ 693077

1. The payment equals the executive's 2006 base salary and 2005 annual incentive compensation. The payments will be paid
in a single lump sum as soon as possible if the executive’s employment was terminated by the Company without cause. If
the executive resigns for good reason, the paymants will be paid six months following resignation.

2. The payment represenis the executive's 2006 base salary, which the executive will racelve in 12 equal monthly payments.

3. Represents the executive’s 2006 annual incentive compensation, which the executive may receive in a lump sum within 30
days after termination at the discretion of the Company.

4.  Represents the outstanding balance of the founders’ notes as of December 31, 2008. See “Review and Approval of
Transactions with Related Parties” for additional information.

5. Under Messrs. Metz’s, Bamburg's and Pazgan's employment agreements, the vesting period will only accelerate for stock
options and restricted stock that would vest in the vear of termination. There is no accelerated vesting benefit included in the
table because there were no outstanding stock options or restricted stock that were scheduled to vest in 2006.

6. Represents term life, disability, medical and dental insurance premiums that would be paid by the Company until the earlier
of (1) the executive finding full-time employment or (i) the expiration of one year. The cost of these premium payments is

+  capped so that the cost to the Company will not exceed 200% of the cost of providing similar bensfits to other members of
senior management.
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Termination of Employment by the Company Without Cause or Resignation for Good Reason
After a Change in Control

Accelerated

: Vesting of :
Forgiveness Options & Continuation Deferred
. Cash of Founders' Restricted of Benefits Compensation - .
Name Severance Notes (3) Stock (4} (5) - (6) Total (7)
— pt

Scott ‘ScottF. T T ]
Hartman __§_ 4,213,128(1) 8 276711 $ —§_ 23151 % . _—$ 4512990
Gregory S. .
Metz . 969,168(2) _ — 80,483 — 4,500 1,054,151
QW. Lance | o : _]
Anderson___4.213,128(1)___ _ 276711 _ oses 23,151 . 4512,990
Michael L. . _ . ‘ <
Bamburg __ _ 1.634,052(2) - 27137 . — ... 1,905,189
David Al ST T S . o
Eggaﬂh____lsﬂgﬁ-g_@‘@) . e _..._._.,_2__5_209_.6_%.__ — T I - J_v?.ﬂgs:_a.l@

. ’ . oo '

1. The payment equals three times the executive’s 2006 base salary and 2005 annual incentive compensation. The payments
will be paid in a single lump sum as soon as possible if the executive's employment was terminated by the Company without
cause after a change in control. If the executive rasigns for good reason alter a change i in control, the payments will be paid
six months following resignation.

2.  The payment equals two limes the executive’s 2006 base salary and 2005 annual incentive compensation. The payments
will be paid in a single lump.sum as soon as possible if the executive's employment was terminated by the Company without
cause after a change in control. If the executive resigns for good reason after.a change in control, the payments will be paid
six months following rasignation. Effective March 23, 2007, Mr. Bamburg will receive thres times his current year base
salary and annual incentive compensation for the preceding year in the event of a termination by the Company without

. cause or a resignation for good reason after a change in control. This would have resulted in an additional cash severance -

+ - of $817,027 in the table above had Mr. Bamburg been entitled to such severance as of December 31, 2006.

3. Represents the outstanding balance of the founders’ notes as of December 31, 2006. See “Review and Approval of
Transactions with Related Parties” for additional information.

-4.  Reprasents the market value of the unvested restricted stock as of December 31, 2006 that would become immediately
vested and exercisable under Messrs. Metz's, Bamburg's and Pazgan's employment agreements. There is no accelerated
vesting benefit included in the table related to stock options for which vesting accelerates because the closing market price
on December 29, 2006 (the last trading day of 2006) was less than the exercise price of the options.-

5. Represents life, disability, medical and dental insurance premiums thal would be paid by the Company until the earlier of (1)

. the executive finding full-time employment or (i) the expiration of two years. The cost of these premium payments is capped
so that the cost to the Company will not exceed 200% of the cost of prowdmg similar benefits 1o other members of senior
management.

6. Represents the dollar value of unvested Company contributions to Mr. Metz S deferred compensation account the vestmg of
which will accelerate.

7. Excise tax gross-ups will be paid only if the severance payments and all other benefits payable constitute parachute
payments within the meaning of Section 280G of the Internal Revenue Code and will be subjact to excise tax imposed by
Section 4999 of the Internal Revenue Code. Any excise tax gross-ups will be paid promptly, but net before ten days after the
determination of the excise tax gross-up amounl. There would not be any excise tax gross-ups from the severance
payments calculated as of December 31, 2006. However, Mr. Bamburg would have been entitled o receive $1,066,540 in
excise tax gross-ups in the table above had his severance payment been three times (rather than two times) his base salary
and annual incentive compensation as of December 31, 2006,
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Termination of Employment due to Death

Accelerated Vesting of

Deferred Forgiveness of Options & Restricted Stock
Name Compensatlon . Founders’ Notes (3) - (4) Total
ScottF.Hartman___ _ § - 2,000000(0$_._ - 2767118 g 2276711
GregoryS.Metz  _ _ ___  4500@ _ . . . — 0 ___ 80483 84983
W.lande Anderson_  __ __ 2000,000(1) . .  e2ze7i__ T TToare7i1
Michael L Bamburg_ _ 1.769.857()_ _ _ _  — " Tom137 2040, 994
DaWdA Pazgan_ ____ 201,147(1) . = —— _*-35,2..962.@___“_‘!_54 109

1. See the discussion regarding the additional death benef:t available under.the Deferred Compensatlon Plan in the narrative

preceding the tables for additional information.

Represents the dollar value of unvested Company contributions to Mr. Metz's deferred compensatlon account the vestlng of

which will accelerate,

Represents the outstanding balance of the founders notes as of December 31, 2006. See “Review and Approval of

Transactions with Related Parties™ for additional infermation.

4. Represents the market value of the unvested restricted stock as of December 31, 2008 that would become immediately” -
vested and exercisable under Messrs. Metz’'s, Bamburg’s and Pazgan's employment agreements. There is no accelerated
vesting benefit related to stock options included in the table because the closing market price on December 29, 2006 (the
last trading day of 2006) was less than the exercise price of the acceleraled options.

oo

Termination of Empioyment due lo Disability

. Deferred Forgiveness of Founders’

Name Compensation{1} - " Notes (2) ' Total (3)
CSeoftF Harman. 8 L Ty T T T T T L S a7ea1n
Gregory S. Metz T A500
W. Lance Anderson 276, 711_ . . 2786, 711

Michael L. Bambyrg - — . T T —
DaVIdA ‘Pazgan L e = ‘ :

1. Hepresents the dollar value of unvested Company contributions to Mr. Metz's deferred compensanon accounl the vesllng
of which will accelerate., . " v Vo
2. Represents the outstanding balance of the founders notes as of December 31, 2006 See “Hewew and Approval of
: Transactions with Related Parties” for additional information. .
3. There is no.accelerated vesting benefit related to stock options included in the table because the closing market price on
December 29, 2006 (the last trading day of 2006) was less than the exercise price of the accelerated options.
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Director Compensation in Fiscal Year 2006

-~ Pursuant 1o its 2005 Com.pensétion'Plan-for Independent Directors; NovaStar Financial pays non-employee
directors $35,000 per year plus $1,500 for each day of board or committee meetings attended. In addition, each .
independent director is granted (i} upon becoming a director, options to purchase that number of shares of NovaStar

'Financial-common stock which has a fair market value of $100,000 at the time of the grant, exercisable in accordance

with the Incentive Plan and subject to a four year vesting schedule, and (i) on the day after each annual meeting of;.
stockholders, fully vested options to purchase 5,000 shares of common stock, exercisable in accordance with the  »
Incentive Plan, Finally, the chairperson of each of the Audit, Compensation and Nominating and Corporate - - .. .
Governance Committees is paid an annual retainer fee of $10,000, $5,000 and $5,000, respectively. vegon
- All directors receive reimbursement of reasonable out-of-pocket expenses incurred in connection’ with:
meetings of the Board of Directors. No director who is an employee ot NovaStar Financial will recewe separate
compensatlon for services: rendered asa director.

L :l'- i - * . 1

The followmg table sets forth the compensatlon for each of our dtrectors for the fiscal year ended Decembér

31, 2006 | o L
s . . Lt \ PR L
x : \ Fees Earned or Paid In ’ e
Name _ Cash (8) Option Awards ($)(1) -, Total ($)
GregoryT. Bamors . '8 55000 8, 120133 $_ . 175133
Art N. Burischer _ _ 56,500 117,751 174,251
Edward W. Mehrer : e .l 61500 . 120133, ° . .. 181,633
Donald M. Bermari 50,000 82548 132,549

1. - Represenis the dollar amount recegnized for financlal reporting purposes for the flscal'year ended December.31, 2008, in -

- accordance with SFAS 123(R} (disregarding estimates of forfeitures), and-includes amounts from stock option awards -
. granted in 2002 through 2006. See Note 20 to the Consclidated Financial Statements included in the Company's Annual’
Repornt on-Form 10-K for the year ended December 31, 2006 for a discussion of the relevant assumptions used in
" calculating these amounts. The grant date fair value of the 2006 option awards for each director was $57,581. ‘The
- aggregate number of option awards oulstanding at December 31, 2006 for each director was; 30,000 for Mr. Barmore;
45,000 for Mr. Bunscher 46,250 for Mr. Mehrer and 12,863 lor Mr. Berman ' .
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SECURITIES OWNERSHIP
Beneficial Ownership of Common Stock by Directors, Management and Large Securityholders

The following table sets forth certain information known to NovaStar Financial with respect to the beneficial
ownership of its common stock as of March 9, 2007 by (i) each person owning beneficially more than 5% of the
Company's outstanding shares of common stock, (ii) each directar, (jii) the Named Executive Officers, and (iv) all "
directors and executive officers as a group. Unless otherwise indicated in the footnotes to the table, the persons
named below have, to the knowledge of NovaStar Financial, sole voting and investment power with respeci 10 the
shares beneficially owned, subject to community property laws where applicable.

Beneficial Ownership of
Common Stock

Name and Address of Beneficial Owner (#) Shares Percent

Dreman Value Management, LLC ' I il 3
I Harborside Financial Center, Plaza 10 Sune 800 ' :
Il Jersey Ctty, New Jersey 07311 (1) . ‘ 2,132,500 570% _J

Scotl F. Hartman (2) , R ;7 4 7~ - ¥ |- A
W Uance Anderson (3) "I T T T 832048 T 222%
Michael L Bamburg (4) C422831 T 1.13%
Dawd A Pazgan (5) ----- T o T 1_75,58-1 TTTrTmTT _.._.}
Edward W. Mehrer (8) 144 902 ' ‘
Gragory T. Barmore (7) oo m e 83,_179 T w“]
An N. Burtscher 8) 70009 '
GregoryS Melz (9) f__— o Y 2 - s j
‘Donald M. Berman (10) : - 6,965 '
'All directors and executive officers as a group (9 persons) 3,010,188 T 7.96%
# * The mailing address of each beneficial owner is 8140 Ward Parkway, Suite 300, Kansas City, Missouri 64114, unless
otherwise shown. .
* Less than 1% of the sharas of common stock outstandmg
(1) Based on information contained in Amendment No. 1 to Schedule 136 filed with the SEC on February 14, 2007 by
Dreman Value Management, LLC.
(2) Cansists of 1,122,040 shares of common stock held directly, 1,925 shares of common stock owned by his children;

35,650 shares of common stock held in the NovaStar Financial 401{k) Plan; 84,577 shares of common stock issuable
pursuant to options exercisable within 60 days of March 9, 2007; 6,487 shares of common stock issuable from the
Deferred Compensation Plan upon termination of service, or other payment event; 2,000 shares of restricted stock that
vest on January 28, 2008; 10,712 shares of restricted stock that vest on February 8, 2011 as long as Mr. Hartman is still"
employed by the Company; and 4,400 shares of restricted stock that vest on February 7, 2015 as long as Mr. Hartman is
still employed by the Company. Until vested, the shares of restricted stock are subject to forfeiture under certain
conditions and may not be sold or otherwise transferred. Mr. Hartman has the right to receive dividends on and to vote
the restricted shares. As of March 9, 2007, Mr. Hartman had pledged 852,594 shares of common stock as security.
(3) Consists of 279,075 shares of common stock held directly; 463,401 shares of stock owned jointly with his spouse; 8,415
shares of common stock held in the NovaStar Financial 401(k) Plan; 57,558 shares of common stock issuable pursuant to
options exercisable within 60 days of March 9, 2007; 6,487 shares of common stock issuable from the Deferred
Compensation Plan upon termination of service, or other payment event; 2,000 shares of restricted stock that vest on
January 28, 2008; 10,712 shares of restricted stock that vest on February 8, 2011 as long as Mr, Anderson is still
employed by the Company; and 4,400 shares of restricted stock that vest on February 7, 2015 as long as Mr. Anderson is
still employed by the Company. Until vested, the shares of restricted stock are subject to forfeiture under certain
conditions and may not be sold or otherwise transferred. Mr. Anderson has the right to receive dividends on and to vote
the restricted shares. As of March 9, 2007, Mr. Anderson had pledged 144,444 shares of common stock as security.
(4) Consists of 391,186 shares of common stock owned directly; 3,502 shares of common stock owned by his spouse;
17,271 shares of common stock issuable pursuant to options exercisable within 60 days of March 9, 2007; 1,698 shares
of common stock issuable from the Detferred Compensation Plan upon termination of service, or other payment event;
1,000 shares of restricted stock that vest on January 28, 2008; 6,249 shares of Testricted stock that vest on February 8,
2011 as long as Mr. Bamburg is still employed by the Company; and 1,925 shares of restricted stock that vest on ot
February 7, 2015 as long as Mr. Bamburg is still employed by the Company. Until vested, the shares of restricted stock
are subject to forfeiture under certain conditions and may not be sold or otherwise translerred Mr. Bamburg has the right
to receive dividends on and to vote the restricted shares. .
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(5) . .Consists of 156,669 shares of common stock held directly; 4,143 shares of common stock held in the NovaStar Financial v
., .401{k) Plan; 6,077 shares of common stock issuable pursuant to options exercisable within 60 days of March 8, 2007,
w 1,000 shares of restricted stock that vest on January 28, 2008; 5,667 shares of restrictad stock that vest on Febniary 8,
T 2011 as long as Mr, Pazgan is still employed by the Company; and 1,825 shares of restricted stock that vest on February

7., 2015 as long as Mr. Pazgan is still employed by the Company. Until vested, the shares of restricted stock are subject
to forfeiture under certain conditions and may not be sold or otherwise transferred. Mr. Pazgan has the right to receive
dividends on and to vote the restricted shares As of March 9, 2007, Mr. Pazgan had pledged 148,000 shares of common
stock as security. '

(8} . Consists of 68,069 shares of common stock held directly; 4,000 shares ot common stock owned by his spouse; and
.« 72,833 shares of common stock issuable pursuant to options exercisable within 60 days of March 9, 2007. )
.. Consists of 50,691 shares of common stock held directly; and 32,488 shares of common stock issuable pursuant to
, .- .options exercisable within 60 days of March 9, 2007. -
(8) Consists of 4,500 shares of common stock held directly and 65, 509 shares of common stock |ssuable pursuant to optrons
exercisable within 60 days of March 9, 2007.
(9 Consists of 1,453 shares of common stock held directly; 2,607 shares of common stock issuable pursuant to options

' exercisable within 60 days of March 9, 2007;°2,120 shares of restricted stock that vest on February 8, 2011 as long as Mr.
* Metz is still employed by the Company; and:900 shares of restricted stack that vest on February 7, 2015 as long as Mr.
Metz is still employed by the Company. Until vested, the shares of restricted stock are subject 1o forfeiture under cerain’
conditions and may not be sold or otherwise transferred. Mr. Meiz has the nght to receive dividends on and to vote the
o, . .restricted shares. 3
(10) Consists entirely of shares ot common stock |ssuable pursuant to optrons exarcrsable within 60 days of March 9, 2007.

Section 16(a) Beneflcral Ownershlp Compliance . . . : - .

Sectlon 16(a) of the Securltles Exchange Act of 1934 requrres the directors and executwe oﬁlcers and
holders of more than 10% of NovaStar Financial's common stock, to file with the SEC initial reports of ownership and
reports of changes in.ownership of common stock and other equity securities: Such officers, directors and 10%
stockholders are required by SEC regulations 1o furnish NovaStar Financial with copies of all Section 16(a) forms
they file. Based solely on its review of such forms furnished to it, or written representations from reporting persons
that no Form 5s were required for such persons, NovaStar Financial believes that, during fiscal 2008, all Section
16(a) filing requirements were satisfied.

Management of NovaStar Fmancral

v . R |

< The executwe officers of NovaStar Financial and their posmons are as follows R e

‘,-....

Name = Positioh With NovaStar Financlal =~ = T Age
| Scott F. Hé?t"@;‘n ' _CEtrman_of'tne Board and Chiet Executive Officer L L 47 | )
W. Lance Anderson Director, President and Chief Operating Officer 46
Wichael L.Bamburg  Senior Vice President and Chief investment éﬁicer 5 co B 44__[
Gregory 5. Metz - Senior Vice President and Chtef Frnancral Officer . ' 51
e
| David A. Pazgan I(:Ihret Execu_tlve Officer of NovaStar | Mortgage, Inc., a subsmhary ot NovaStar 38
L - inancial e e
Jefirey D. Ayers “Senior Vice President, General Counsel and Corporate Secretary’ L. 46
LTodd M. _F“t'ulllps’ " Vice Pres:dent Treasurer and Controller (Chief Accountlng Otflcer) . 34 ]

+ . .
- - o

The executive officers serve at the discretion of the'Board of Directors. Brographrcal information regarding
Mr. Hartman and Mr. Anderson is provided in the “Nominee and Directors” section of this document.’ Blographrcal )
mformatron regardmg Mr. Bamburg, Mr. Metz Mr. Pazgan, Mr Ayers and Mr. Phrilrps is set forth below. X

Michael L. Bamburg age 44, became Senior Vice President and Chief Invéstment Officer of NovaStar
Financial and NovaStar Mortgage, Inc., a subsidiary of NovaStar Financial, in' February 1998. Mr. Bamburg is
responsible for managing-the porttolio of investments, interacting with the capital markets, overseeing the
securitization of the mortgage loan production, and developing new ‘business lines. Mr. Bamburg most recently
served as a Principal of Smilh Breeden Associates, a financial institution consulting’ and money management firm
specializing in the evaluation and hedging of morigage backed securities. Mr. Bamburg spent more than 11 years
with Smith Breeden where he analyzed and traded mortgage- backed securities and consulted with various financial
institutions regarding investments and asset/liability management issues. During the last 3 years with Smith  »
Breedan, Mr. Bamburg spent most of his time marketing Smith Breeder’s money management products,
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Gregory S. Metz, age 51, became Senior.Vice President and Chief Financial Cfficer of NovaStar Financial
in July 2004. 'From November 2002 to July 2004 Mr. Meiz was Senior Vice President and Director of Corporate Tax
for Union Planters Corporation, a NYSE-listed regional bank holding company located in Memphis, Tennessee. Prior
to his work at Union Planters, Mr. Metz spent more than 15 years in publlc accounting, most recently from 1997 to
2002 as a partner with Ernst & Young LLP in Chicago. .

David A. Pazgan, age 36, became Chief Executive Off|cer of NovaStar Morlgage, inc., a subsidiary of
NovaStar Financial, in January 2005. -‘Mr. Pazgan is responsible for managing mortgage origination sales and
operations for all channels. Mr. Pazgan has been with NovaStar Financial since 1997 and most recently held the
position of Executive Vice President in which he was responsible for the wholesale and correspondent divisions. Mr.
Pazgan has also held the posmons of Senior Vice President of Wholesale East Fteglonal Vice President and Accoum
Executive. :

Jeffrey D. Ayers, age 46, became Senior Vice President, General Counsel and Corporate Secretary of
NovaStar Financial in February 2005. From April 2003 to January 2005, Mr. Ayers was Vice President and Associate
General Counsel with General Electric’s insurance subsidiary, Employers Reinsurance Corporation. From 1999 to
2002, Mr. Ayers was Senior Vice President, General Counsel and Corporate Secretary of Aquila Merchant Services,
Inc. in Kansas City. From 1996 to 1939 Mr. Ayers was a partner with Blackwell Sanders Peper Manrin, LLP in Kansas
City and managing partner of its London, Engtand office. :

Todd M. Phillips, age 34, became Vice President, Treasurer and Controller (Chief Accounting Officer) of
NovaStar Financial, in April 2006. As Chiet Accounting Officer, Mr. Phillips is responsible for corporate accounting,
including implementation of accounting policies and procedures and developing and implementing proper internal
control over all financial recordkeeping. Mr. Phillips has been with the Company since 2002-and most recently held
the position of Assistant Vice President and Assistant Treasurer, From February 1999 to September 2002, Mr,
Phillips was a Senior Analyst with NovaMed Inc., a NASDAQ-listed company which specializes in owning and
operating ambulatory surgery centers. From July 1995 to February 1999, Mr. Phllhps was employed by KPMG LLP in
Kansas City, Missouri, most racently as an Audit Senior.

Review and Approval of Transactions with Related Parties

The Company has adopted a written policy that addresses the review, approval or ratification of any
transaction, arrangament, or relationship or series of similar transactions, arrangements or relationships, including
any indebtedness or guarantee of indebtedness, between the Company and any related party, in which the aggregate
amount invoived is reasonably expected to exceed $120,000 in any calendar year. Under the policy, a related party of
the Company includes:

»  Any executive officer, or any director or nominee for election as a director;
*  Any person who owns more than 5% of the Company’s voting securities;
s Any Emmediate family member of any of the foregjbing; or

. Any entity in which any of the foregoing persons is employed or is a partner or principal or in a smrlar
position or in which such person has a 10% beneficial ownership interest.

Under the policy, the Board reviews the material facts of any related party transaction and approves it prior
to its occurrence. If advance approval is not feasible, then the Board will either ratify transaction at its next regularly
scheduled meeting or the transaction, will rescinded. - In making its determination to.approve or ratify any related party
transaction, the Board may consider such factors as (i} the extent of the related party's interest in the transaction, (ii)
it applicable, the availability of other sources of comparable products or services, {iii) whether the terms of the . - .
transaction are no less favorable than terms generally available to Company in unaffiliated transactions under like ,
circumstances, (iv) the benefit to the Company, and (v) the .aggregate value of the transaction. ;

No director may engage in any Board discussion or approval of any related party transaction in which he or
she is a refated party; but that director is required to provide the Board with all material information reasonably
requested concernlng the transaction. _ , g

In conjunction with adoptlng this pohcy, the Board reviewed and approved any emstlng related party
transactions. ] S
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Prior to the enactment of the Sarbanes-Oxley Act of 2002, the Audit and Compensation Committees of the
Board of Directors approved a loan to Messrs. Hartman and Anderson in the aggregate principal amount of
$1,393,208 pursuant to 10-year non-recourse, non-interest bearing promissory notes dated January 1, 2001. These
transaclions were executed to restructure previously issued promissory notes executed in favor of the Company by
Mr. Hartman and Mr. Anderson. Each of Mr. Hartman and Anderson has pledged 144,444 shares of our common
stock as security for the promissory notes, The notes are forgiven in equal annual installments in the aggregate
amount of $139,321 over a 10-year period so long as the executive remains employed by the Company. In addition,
the notes will be forgiven in the event of death; disability, a "change in control” of the Company, termination by the
Company other than “for cause” or resignation by the executive for “good reason” as those terms are defined in each
executive’s employment agreement. The aggregate balance of these notes was $696,604 as of January 1, 2006,
which was the largest aggregate amount outstanding under the_notes for the fiscal year ended December 31 2006.
As of March 15 2007, the aggregate amount outstanding under these notes was $522,453.

In an action alleging violations of 16(b) of the Securities Exchange Act of 1934 against Gregory T. Barmore
filed in federal court, the Company advanced expenses and reasonable attorneys' fees of $5,148 to Mr. Barmore
during the fiscal year ended December 31, 2006. This matter has been resclved; however, the parties are awaiting
court approval of a stipulation regarding attorneys' fees payable to plaintiff's counsel.

- . - . N

PROPOSAL 2 - APPROVAL OF A CHARTER AMENDMENT
TO INCREASE THE AUTHORIZED SHARES OF CAPITAL STOCK

NovaStar Financial stockholders are being asked to approve a proposal to amend NovaStar Financial's
Charter to increase the authorized shares of capital stock, $.01 per share, from 50,000,000 to 150,000,000 shares
(the “Charter Amendment”). Our Board of Directors has approved this amendment, declared it advisable, and
directed that it be submitted to our stockholders at this Annual Meeting. The text of the proposed Charter
Amendment is set forth below:

_Seclion A of Arlicle VI of the Charter of the Corporation is hereby amended to increase the number of
shares of Capital Stock that the Corporation has authority to issue to one hundred fifty million {150,000,000). - .

As of February 28, 2007, thare were 37,410,228 shares of common stock and 2,990,000 shares of Series C
preferred stock issued and outstanding. In addition, there were 1,915,470, 2,347,610 and 3,000,000 shares of
common stock currently.reserved for issuance pursuant to the NovaStar Financial, Inc. 2004 Incentive Stock Plan,
the Direct Stock Purchase and Dividend Reinvestment Plan and the Sales Agreement with Cantor Fitzgerald & Co.,
respectively. After taking into account shares currently reserved, NovaStar Financial has 3,339,963 authorized
shares of capital stock available for issuance as of February 28, 2007 without adopting the Charter Amendment. The
proposed amendment would increase the number of shares of capital stock that NovaStar Financial is authorized to
issue by 100,000,000 shares. Initially, these shares will be classified as “common stock.” However, our Board of
Directors in the future may classify and reclassify any unissued shares of capital stock with such rights and powers as
it determines in its discretion, subject to Maryland law and the provisions of the Charter. These shares would be
available for issuance from time to time to such persons and for such consideration as our Board of Diractors may -
determine, without further action by the stockholders, except as may be required by Maryland law or the rules of the
New York Stock Exchange. Our Board of Directors belteves that an increase in the number of authorized shares of
capital stock is necessary to provide the Company with additional flexibility to issue shares of capital stock to meet its
future business needs. :

Unless otherwise provided by our Board of Directors, helders of our capital stock are not entitled to
preemptive rights. Accordingly, the issuance of additional shares of capital stock may have a dilutive effect on
income from continuing operations available to common stockholders, book value per common share and voting
power of those holding shares of capital stock at the time of issuance. In addition, the proposed Charter Amendment
could have an anti-takeover effect, as additional shares of capital stock could be issued to dilute the stock ownership
and.voting power of, or increase the cost to, a person seeking to obtain control of the Company. This proposal to
amend the Charter is not being propesed in response to any effort of which the Company is aware to accumulate .
capital stock or obtain control of the Company

IR L . -

. ‘The approval of the Chaner Amendment will require the affirmative vote of stockholders entitled to cast a
majority of the votes entitled to be cast at the annual meeting. If the Charter Amendment is approved by our
stockholders, we intend to file Articles of Amendments containing the Charter Amendment with the State Department
of Assessments and Taxation of Maryland as soon as practicable following such stockholder approval.

The Board unanimously recommends that the stockholders vote “FOR” the approval of
the Charter Amendment.
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PROPOSAL 3 — RATIFICATION OF THE SELECTION OF THE INDEPENDENT FIEGISTEFIED PUBLIC
ACCOUNTING FIRM

The Audit Commitiee of the Board of Directors has selected the accounting firm of Deloitte & Touche LLP to
audit NovaStar Financial's financial statements for, and otherwise act as NovaStar Financial's independent registered
public accounting firm with respect to, the year ending December 31, 2007. The Audit Committee's selection of
Deloitte & Touche LLP for the current fiscal year is being presented to stockholders for ralification at the annual
meeting. To NovaStar Financial's knowledge, neither Deloitte & Touche LLP nor any of its partners has any direct
financial interest or any material indirect financial interest in NovaStar Financial, or acted since the inception of
NovaStar Financial in the capacity of a promoter, underwriter, voting trustee, director, officer or employee of NovaStar
Financial. A representative of Deloitte & Touche LLP is expected to be present at the annual meeting, will have the
opportunity to make a statement if he or she has the desire to do so and will be available to respond to appropriate
questions from stockholders. .

The ratification of Deloitte & Touche LLP as the independent registered public accounting firm will require
the affirmative vote of a majority of the votes cast at the annual meeting.

The Board of Directors recommends that the stockholders vote “FOR” ratifying the selection of
Deloitte & Touche LLP as the independent registered public accounting firm.

Principal Accounting Firm Fees

In connection with the audit of the 2006 financial statements, the Company entered into an engagement
agreement with Deloitte & Touche LLP which set forth the terms by which Deloitte & Touche LLP will perform audit
services for the Company.

For the fiscal years ended December31, 2006 and 2005 by Deloitte & Touche LLP, the member firms of
Deloitte Touche Tohmatsu, and their respective affiliates (collectively, the “Deloitte Entities™} bifled NovaStar Financial
for fees as follows:

For the Fiscal Year Ended
December 31,
' 2006 2005
Audit fees (1) - - e T oo25897 $. 1,876,200
Audit-related fees (2) ° . ) 332,085 188,179
Total ‘audit and audit-related fees . . 2557752  ___ . __ __ 2064379
Taxfees(d) . . .o .. __ 172429 265744
"All other fees (4) . - i e —
Total _ : $ 2,730,181 $ 2,330,123

{1) Audit fees consist principally of fees for the annua! and quarterly reviews of the consolidated financial statements, the
issuance of stand-alone financial statemenis of consolidated subsidiaries, compliance reporting regarding the servicing
of mortgage loans and assistance with and review of documants filed with the SEC (including the issuance of consents
and comfort lettars).

(2) Audit-related fees consist principally of fees for assistance in securitization transactions, employee benefit plan audlts
and research and consulting related to financial accounting and reporting matters.

(3) Tax tees principally include assistance with statutory filing and income tax consultations and planning.

(4) The Company generally does not engage Deloitte & Touche LLP for “other” services.

‘ The Audit Committee has adopied a policy with respect to the pre-approval of all audit and non-audit
services provided by the independent auditors. All fees paid to the independent auditors for fiscal years 2005 and
2006 were pre-approved in accordance with these policies.




Annual Reporton Form 10-K . .~ . ST e )

- A copy.of the Company’s Annual Report on Form 10-K for the year ended December 31, 2006, which
contains audited financial statements and financial statement schedules, may be obtained without charge by
visiting the Company’s website at (www.novastarmortgage.com) or upon written request to Jeff Gentle,
Director of Investor Relations, NovaStar Financial, Inc., 8140 Ward Parkway, Su:te 300, Kansas Clty, Missourt
6411 4 woooL o . N .

OTHER BUSINESS * - oo . SR

L LR

The Board of Directors knows of no olher matters which may be presented for stockhotder action at the

'meetlng However if other matters do properly come before the meetlng |t is |ntended that the persons named in the
proxies WI|| vote upon them in accordance with their dlscretlon :
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Any stockholder proposal, inclﬁding the nomination of a director, intended to be presented at the 2007
annual meeting of stockholders and included in the proxy statement and form proxy relatlng to such meetlng, must be
received at NovaStar Financial's offlces on or before December 4, 2007.

STOCKHOLDER PROPOSALS OR NOMINATIONS - 2008 ANNUAL MEETING
|

~

1 o
In addition, the NovaStar Financial bylaws provide that any stockholder wishing to bring any matter,
including-the nomination of a director, before an annual meeting must deliver notice to the Corporate Secretary of
NovaStar Financial, Inc. at the Company's principal executive offices-on or before January 3, 2008.

The stockholder's notice must set ferth (a) as to each person whom the stockholder proposes to nominate
for election or reelection as a director all information relating to such person that is required to be disclosed in
solicitations of proxies for election of directors pursuant to Regulation 14A under the Securities Act of 1934, as
amended (including such person’s written consent to being named in the proxy statement as a nominee and to
servicing as a director if elected); (b) as to any other business that the stockholder proposes to bring before the
meeting, a brief description of the business desired to be brought before the meeting, the reasons for conducting
such business at the meeting and any material interest in such business of such stockholder and of the beneficial
owner, if any, on whose behalf the proposal is made; and {¢) as to the stockholder giving the notice and the beneficial
owner, if any, on whose behalf the nomination or proposal is made, (i} the name and address of such stockholder, as
they appear on the Company's corporate books, and of such beneficial owner and (i) the class and number of shares
of the Company's stock which are owned beneficially and of record by such stockholder and such beneficial owner.

You may contact the Secretary of NovaStar Financial, Inc. at the Company’s principal executive offices
regarding the requirements for making stockholder proposals and nominating director candidates.

BY ORDER OF THE BOARD OF DIRECTORS

et Mo

' Scott F. Hartman
| . Chairman of the Board

Kansas City, Missouri
April 2, 2007




APPENDIX A

~NOVASTAR FINANCIAL, INC

an-Management Director Independence Standards

Pursuant to the New York Stock Exchange listing standards and SEC audit committee requirements, our
Board of Directors has adopted a formal set of Director Independence Standards with respect to the determination of.
director independence. To be considered "independent” for purposes of these standards, a director must be
determined, by resolution of the Board as a whole, after due deliberation, to have no material relationship with the
Company. in each case, the Board shall broadly consider all relevant facts and circumstances and shall apply the
following standards:

1. In no event will a director be considered "independent” if: (i) the director is, or has been within the preceding
three years, an employee of the Company or any of its direct or indirect subsidiaries; {ii) an immediate family
member of the director is, or has been within the preceding three years, an executive officer of the Company; (iii)
the director or one of his immediate family members has received, during any twelve-month period within the last
three years, more than $100,000 per year in direct compensation from the Company, other than director and
committee fees and pension or other forms of deferred compensation for prior service (provided such
compensaticn is not contingent in any way on continued setrvice); (iv) the director is a current partner or a current
employee of a firm that is the Company's present or former internal or external auditor; (v) an immediate family
member of the director is a current employee of the Company's internal or external auditor and participates in
such firm's audi, assurance or tax compliance (but not tax planning) practice; (vi) the director or an immediate
family member was within the preceding three years (but is no longer) a partner or employee of the Company's
internal or external auditor and personally worked on the Company's audit within that time; (vii} the director or an
immediate family member, is or has been within the preceding three years, employed as an executive officer of
another company where any of the Company’s present executive officers at the same time serves or served on
that company’s compensation committee; or (viii} the director is a current employee, or an immediate family
member is a current executive officer, of a company that has made payments to, or received payments from, the
Company for property or services in an amount which, in any of the last three fiscal years, exceeds the greater of
$1 million or 2% of such other company's consolidated gross revenues.

2. Audit Committee members may not have any direct or indirect financlal relationship whatsoever with the
Company, or directly or indirectly receive any fees from the Company, including consulting and advisory fees,
other than as directors. Audit commitiee members may receive directors' fees, in the form of cash, stock, stock
units, stock options or other in-kind consideration ordinarily available to directors, as well as regular benefits that
other directors receive. In addition Audit Committee Members may not be an affiliated persen of the Company or
any of its subsidiaries. .

3. a. The following not for profit relationship will not be considered to be material relationships that would impair a
director's independence: if a director of the Company serves as an officer, director or trustee of a not for profit
organization, and the Company's discretionary charitable contributions to the organization, in the aggregate, are
less than two percent or $1 million, whichever is greater, of that organization's consolidated gross revenue.

b. A not for profit relationship in excess of the thresholds listed in (a) will be considered a material relationship
that would impair a direclor's independence until 3 years after falling below such threshold.




4. For not for profit relationships not covered by the guidelines in paragraph 3, above, the determination of whether
the relationship is material or not, and therefore whether the director would be independent or not, shall be made
by the directors who satisfy the independence guidelines set forth in paragraphs 1 and 3, above. The Company
will explain in the next proxy statement the basis for any board determination that a relationship is immaterial

- despite the fact that it does not meet the categorical standards of immateriality set forth in paragraph 3, above.

5. The Company will not make any personal loans or extensions of credit to directors or executive officers except to
the extent authorized by the law and the Corporate Governance Guidelines.

6. To help maintain the independence of the Boérd, all directors are required to deal at arm's length with the
Company and its subsidiaries and to disciose circumstances material to the director that might be perceived as a
conflict of interest. : .
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corporate information

REGISTRAR AND TRANSFER AGENT

UMB Bank, N.A.

928 Grand Boulevard, 5th Floor
Kansas City, Missouri 64106
816-860-7786

STOCK INFORMATION

Qur comman stock is listed on the New Y})rk Stock Exchange (NYSE) under the symbol "NFI.‘
Following are the high and kow stock prices (as reported by the NYSE} and cash dividends for the
quarierly pesiods of 2005 and 2006.

Period High Low Common Dividend
2005 )

First Quarter $48.15 $32.40 $1.40
Second Quarter $39.98 $34.50 $1.40
Third Quarter $42.19 $32.20 $1.40
Fourih Quarter $33.01 $26.20 . $1.40
2006 .

First Quarter - $3380 $25.70 $1.40
Second Quarter 0 33763 $29.08 $1.40
Third Quarter $35.60 52825 $1.40
Fourth Quarter $32.81 $26.32 $1.40

FILINGS WITH THE SECURITIES AND EXCHANGE COMMISSION (SEC)

A copy of the filings we have mage with the Securities and Exchange Commissian (SEC), including
our 2006 annual filing on Form 10-K, may be obtained through the website of the SEC (www.sec.gov),
an our website (www.novastarmorlgage.com) or by contacting us directly. :

The CEQ and Principal Finangial Officer certifications required by Section 302 of Sarbanes-Oxley Act
were fited as exhibits to the 2006 Form 10-K.

'FILINGS WITH THE NEW YORK STOCK EXCHANGE (NYSE)

The CEQ certification required by Section 303A.12 of the NYSE Listed Company Manual for 2006 was .
submitied to the NYSE.

MovaStar Financial, Inc.
Investor Relations

8140 Ward Parkway, Suite 300
Kansas City, Missouri 64114
B816-237-7000

Email; ir@novastarl.com

ANNUAL MEETING -

11:30am. May 4th, 2007
Sheraton Qverland Park Hatel
6100 Cotlege Boulevard
Overiand Park, KS 66211

COUNSEL . !

Blackwell Sanders Peper Martin LLP
Kansas City, Missouri

INDEPENDENT ACCOUNTANTS -

Deloitte & Touche LLP
Kansas City, Missouri




performance graph

The following graph presents a five-year performance comparison of the Company's common stock 1o the Bioomberg REIT Mortgage
Index and the Standard ang Poor's 500 Stock Index (“S&P 500”). The graph assumes that the value of the investment in the Company's
common stock and each index was $100 at December 31, 2001, and that all dividends were reinvested. The information has been
obiained from seurces believed to be reliable but neither its accuracy nor its completeness is guaranteed. The total return performance
shown on the graph is not necessarily indicative of future total return performance,

Comparison of 5 Year Cumulative Total Return
DECEMBER 31, 2001 THROUGH DECEMBER 31, 2006
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Performance Graph Index

DECEMBER 31,
20 2002 2003 2004 2005 2006
NOVASTAR FINANCIAL, iNC. COMMORN STOCK $100 207 3679 3916 3615 $694
BLGOMBEHG REIT MORTGAGE INDEX 100 124 167 213 178 24
S&P 500 INDEX 100 78 100 1 17 135

In line with regutatary requirements, the information provided abave compares five-year cumulative total returns as of December 31, 2006. During early
2007, stock prices for the Company and the indexes have been volatile, and this graph and 1able do not reflect performance after December 31, 2006.

Cenain matiers distussed in Ihis regort constiluie forward-lnoking statements within Ihe meaning of Section 21 E ol the Secunbies Exchange Act af 1934, as amended, regarding management’s belits, estmates, projections, and assumptions with respect to, ameng other things,
our tuture operabions, business plans and strategies. as wel) as indusiry anc market conditions, all of which are subject 10 change at any time without natice. Aciual resuits and operations for any future period may vary materially from those discussed hesein. Some important
faclors that could causa actual results to difer materially trom those anticipated include: our ability fo penerale and maintain sulficient Fquidity on tavorable lerms; the size, trequency and stryclure of qur Securitizations; our ability to-sell Inans we riginate in the marketplace;
impairments on our mxigage assets; increases in prepayment of default mla on Qur morigage assels inability of potential borowess 1o meel cur underwiiting Quidsfines: changes in assumgtions regarding estimated ioan losses and fair value amounts; finalization of Ihe
amount and terms of any proniced to teaminated ot the q impact ol fhe reduchion in workiorce; events impacing the subprnme: morgage indusiry in general, inctuding events impacking our competitors; the imiliation of masgin calis
undet our credit tacilities; the abitity of our servicing operalions to mainkin high pertormance standards and maintain appropriate ratings Irom rating agencies; our abiliny to generale acceplable origination volume while maintaining an acceptatle level of overhead; the stability
ol residential propesty values; our continued statis, 35 2 REW, interest rale uctuations on our assels Ihat ditier froe our lialililies; the outcome of Liigation or requitory adtions pending agains: us o other legal contingencies; our compiiance with applicable Incal, state ang
federal lzws and regulations of epinions of counsel refaling thereto and the impact ol new local, state or ledera! legistation of regulations or apinions of counsel relating Ihereto of court deCiSIONS o7 our Dperations; bur ability 1o adapt 10 and iMplesnent lechnalagical changes;
complEance with new 30C0unting pronguncements; ows abilily o suctessiufly integrate acquired businesses of asseis with our existing business: the impact of genesal econbmic conditions; and the risks that are from lime o time included in our filings with the SEC. including
our Annual Report o1 Form 10-K. lor the year endedt December 31, 2006, ther faciors not presently identitied may 2150 cavse actual results to ditfer. Wovds such s "believe,” "expect,” “aniicipate,” “promise,” “plan,* and othwr expressions or words of Sinilar meanings, 28 welt
4 future o¢ conditional verbs such as “will,” “would.” *should.” “could.” qr “may’ are penerally intended t identity jorward-looking slatements. This documen speaks onty as ol ils date and we expressly disclaim any duty to update the informalion herein.
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